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ABSTRACT
NICOLE CASSIDY PARK: Integrated Solution for Financial Analysis Case Studies
(Under the direction of Victoria Dickinson)
The Patterson School of Accountancy in collaboration with the Sally McDonnell
Barksdale Honors College offers a two-semester alternative thesis course for Honors
Accountancy majors under Dr. Victoria Dickinson’s instruction. Since many Honors accounting
students enter into audit or tax accounting careers immediately upon graduation from the
Patterson School of Accountancy (undergraduate program or one-year Master of Accountancy
program), it made sense to incorporate a higher-level of job skills training into the Honors
capstone project and thesis. Rather than focusing a thesis on one research question, a curriculum
was developed to take Honors accounting students through a series of case studies that
incorporate a variety of financial, managerial, cost, and ethical accounting concepts and
problems. Throughout the year, students broaden their research skills and learn to apply the
accounting theories and methods learned in core classes to current business situations as
presented in thirteen case studies. This better prepares students for the critical thinking and datadriven approach to problem solving that they employ in their upcoming careers.
The cases covered a wide range of financial accounting nuances and recent financial
reporting debates and decisions. For each case, we were given (often incomplete) background
information about the company that provided enough context to frame the accounting/business
problem(s) of focus. Each case consisted of a series of questions that guided us through the
problem-solving process to ensure we collected and analyzed all information necessary to draw
informed conclusions and provide fact-based evidence. The analysis process varied case by case,
but at minimum, we researched the relevant laws and publications using the Financial Accounting
Standards Board (FASB) Accounting Standards Codification and conducted financial
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calculations and financial statement analyses in Excel for each case. All cases necessitated the
understanding of specific financial statement line items and interpretation of their impact on
reported financial performance for companies. Several cases had us compare information on
different financial statements for one company over time and against other firms. We computed
and interpreted operating performance ratios for several companies; we analyzed changes in
specific balance sheet accounts by inferring transactions; we constructed complete sets of
financial statements including a statement of cash flows, an income statement, a balance sheet
and a statement of stockholders’ equity. We analyzed and predicted the impact of changes in the
external environment from tax rate changes to environmental damage to regulatory changes on a
company’s performance and financial statements. We evaluated the impact of actuarial
assumptions on the pension expenses, assets, and obligations and examined the different pension
structures that companies offer to their employees. We also researched the differences between
U.S. Generally Accepted Accounting Principles (GAAP) and International Financial Reporting
Standards (IFRS) and examined the impact on reporting for international companies. The specific
concept and requirements are listed in the abstract at the beginning of each case.
The data used in the cases came from many sources, mainly- the given case information,
online resources published by FASB, GAAP, IFRS, publications from U.S. accounting firms
postulating on potential impacts of certain accounting law, the Codification, historical financial
statements (i.e.10Ks and 10Qs) for U.S. publicly-traded companies, our class intermediate
accounting textbook1, and other sources relevant to a specific case (cited within that case).
The critical thinking, information gathering and sorting, and drill-down analysis skills I
developed during the two semesters of this course will greatly benefit me in my professional life.
I will begin my career at a research-driven management consulting firm upon graduation. I
completed an internship in the summer of 2017 with the same company, so I have a fairly

1

Kieso, Donald E., Weygandt, Jerry J. Warfield, Terry D. Intermediate Accounting. Hoboken, N.J.: Wiley, 2013. Print.
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concrete concept of what my full-time role will entail, specifically which skills will be helpful to
me on the job. One of my cases during the summer internship involved determining the impact of
a city’s fiscal policies and resource allocation on city departmental performances to inform future
budgetary decisions. I was able to locate the city’s budget documents (usually between 100 and
200 pages) and financial statements and quickly find the numbers my team needed since I was
familiar with the format of governmental financial statements and adept at finding and
interpreting the figures within them. Correlating the revenue and expenditure numbers to the
corresponding budget categories and broader budgetary objectives was not an intimidating task as
I had completed similar analyses before in my accounting coursework.
After locating and extracting the relevant data, I completed many analyses using Excelsome of which I had performed before in Dr. Dickinson’s class. The new calculations I needed to
learn were easy to pick up because I was familiar with most of Excel’s features and deft in
executing complex commands. Though this is only one example, the advanced Excel skills and
comfortability with dissecting large financial documents that I developed in Dr. Dickinson’s class
were critical to my performance in my internship and undoubtedly contributed to my positive
performance reviews and receipt of a return offer at the end of the summer.
While it is unlikely that I will again work on cases that so closely correlate with the
casework I completed for this alternate thesis, the foundational skills I developed will remain
extremely important in the progression of my career. Most of the future roles I anticipate
assuming will involve high levels of data analysis, critical thinking, and creative problem solving.
Data analysis is a hard skill that a university would be bereft to send students out into the
workforce without. However, the soft skills of innovative thinking and research-oriented problem
solving, though more difficult to explicitly incorporate into a curriculum, are the differentiating
abilities that will set apart candidates in competition for the best jobs. I am grateful that this
alternative thesis class helped me to develop these skills as an integrated part of my Honors
Accountancy degree- I have no doubts that they will continue to serve me throughout my career.
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HOME HEATERS
ABSTRACT
An in-depth analysis of the financial statements and ratios of Glenwood Heating, Inc. and
Eads Heater, Inc., with consideration given to the differences in operating and record-keeping
methodologies, determined that Glenwood Heating, Inc. is the better company to invest in. The
statement of net income and profitability ratios clearly show that Glenwood is allocating its
resources in a more efficient and profitable manner. While there were a few managerial decisions
that were less favorable than those made by the Eads management staff with regards to
distributing cost, the advantages of investing in Glenwood far outweigh those drawbacks.
The net income Glenwood reported for the year ended December 31, 20X1 was much
higher than that reported by Eads. This was in part due to Eads’ use of the LIFO method to
record cost of goods sold and remaining inventory. Glenwood used FIFO to record the same
transactions resulting in a lower cost of goods sold and a higher value remaining in inventory.
Eads also estimated a higher bad debts expense than Glenwood, further lowing Eads’ comparative
net income. Glenwood used straight-line method to record depreciation expense on both buildings
and delivery equipment. Eads used the straight-line to depreciate buildings but used the doubledeclining method to depreciate delivery equipment. This resulted in another greater expense
incurred by Eads for the year 20X1 that lowered net income. Decisions such as whether to use
LIFO or FIFO and what depreciation method to use are very important for a new company. The
decisions made by the management of Glenwood left net income and thereby nearly all
profitability ratios looking much higher and more promising than those of Eads. Even though the
actual transactions each company was involved in in the first year of operations were nearly
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identical, the financial statements for the two companies look very different. Based on the
financial statements and ratios at the end of year 20X1, Glenwood appears to be the more
promising company- not only for its superior numbers, but for its better decision-making.

SOLUTION
At first glance, Glenwood Heating, Inc. looks like the more profitable of the two start-up
companies. Glenwood’s income statement for the year ended 20X1 shows greater profits, lower
expenses, a higher net income, and greater earnings per common share than its competitor Eads
Heater, Inc. On the balance sheet, Glenwood lists greater total current assets and lower liabilities.
Eads’ retained earnings at the end of year 20X1 are only two-thirds of the earnings retained by
Glenwood. Only in cash remaining at the end of the year did Glenwood show a less promising
result than Eads Heaters, Inc. In three of the four key financial statements recording the
transactions of these two competitors, Glenwood Heating, Inc. appears to have had the more
successful start-up. While these financial statements are not false, they do not provide enough
information for a holistic comparison of the two companies with further explanation. The
methods used by each company to recognize costs, estimate expenses, and invest in future
operations offer a different review of the year and demand consideration in the evaluation of the
financial statements and ratios.
On the income statement, Glenwood shows a cost of goods sold lower than that of Eads
by $11,800. However, both companies purchased the same 210 units on the same dates for the
same price per unit, and both companies sold 160 of their respective units in 20X1 for $398,500.
Since both companies purchased the same inventory and made the same sales, the discrepancy in
the two recorded costs of goods sold is entirely due to the method each company selected to
determine the value of ending inventory and cost of goods sold. Glenwood Heating chose to use
the FIFO method- in which the first items added to inventory are the first recognized as being
sold. The cost of goods sold then reflects the prices per unit paid for the earlier inventory
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purchases. The home heating units that both companies purchased became increasingly
expensive throughout year 20X1 as Glenwood and Eads purchased them. By using the FIFO
method, Glenwood is recording the lower costs of the heating units purchased earlier in the years
as its cost of goods sold. This means that next year, when Glenwood sells the units it purchased
later in 20X1, it will have to record a higher cost of goods sold than that reported on this income
statement. The FIFO method of recording cost of goods sold is required under the IFRS; but in
the United States, its use is only recommended by GAAP and not mandated. The alternative
option that American companies may use is the LIFO method. Using the LIFO method, Eads
recorded the cost of the inventory sold at the purchase price the most recent heating units. For the
year 20X1, this meant recording a higher cost of goods sold than would have been recorded using
FIFO. Consequently, Eads reported a lower gross profit because of this difference in
methodology.
The advantage to using the LIFO method will be reaped by Eads in the next fiscal year
when it can record a lower cost of goods sold than Glenwood will for selling the same number of
units. If the two companies have similar sales again next year, this difference in cost of goods
sold will balance out in the net gross profit of the two years. Therefore, for comparing prospects
of the two companies, the difference in cost of goods sold (and subsequently gross profit) shown
in the two income statements is essentially negligible. The management from Glenwood that
chose to use FIFO to show a higher net income in the first year of operations set the company up
to look much better in the financial statements at the end of the year. This foresight when
selecting which method to use may help the company receive more investments than Eads as
Glenwood looks like the more profitable company in its first year.
The managers of Glenwood and Eads also chose two different percentages for estimating
the amounts of accounts receivables that would be uncollectible for 20X1. Holding other factors
such as clientele constant, it can be predicted that the two companies will end up with very
similar bad debt expenses. The fact that Glenwood estimated that only one percent of ending
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accounts receivable ($994) will be uncollectible while Eads estimated five percent ($4,970)
means that Eads had to record a greater bad debt expense for 20X1’s financial statements.
Through adjusting entries this $3,976 difference in expenses recorded will most likely even out to
very similar expenses. For the income statement for the year ended 20X1, however, this
increases Eads’ operating expenses which consequently lowers net income for the year.
Depreciation expense on the building and delivery equipment that each company owns is
another expense that over time will be paid equally by the two companies. Both Glenwood and
Eads chose to use straight-line depreciation for the building, so each company will record
$10,000 in accumulated depreciation on the building each year for 30 years (the expected life of
the building). For the delivery equipment, Glenwood’s manager decided to also use straight-line
depreciation; so, Glenwood will record $9,000 each year in accumulated depreciation for the
eight years of expected life of the equipment. Contrastingly, Eads’ manager chose to use the
double-declining balance method to depreciate delivery equipment. This means that in the first
few years of its life, Eads will record much higher depreciation expenses than in the last few
years of the machine’s life. So similar to the cost of goods sold and bad debt expense, this means
that Eads will recognize greater expenses in the first year of operations than will Glenwood.
Again, these differences will eventually even out in the two companies’ respective financial
statements, but that balancing out will occur over the course of many years. For the year ended
December 31, 20X1, all three of the previously-mentioned differences in methodology result in a
decreased net income recorded by Eads Heaters, Inc.
One expense that Glenwood Heating, Inc. occurs in 20X1 that Eads does not is rent
expense for $16,000. This expense is for the rental of a large piece of operating equipment that
each company uses. Glenwood signed an annual contract for the year 20X1 and again for 20X2
agreeing to $16,000 in rent on December 31 of the respective year to rent the equipment. This
rental expense falls under operating expenses since it is an expense that is incurred and paid all in
the same fiscal year. Eads negotiated an eight-year capital lease agreement in which Eads will
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also pay $16,000 annually to rent the equipment. However, as the capital lease agreement is a
long-term liability, the $16,000 paid toward it is recorded as both interest expense ($7,360 for the
year 20X1) and as principal paid to reduce the lease payable ($8,640 for the year 20X1). Only
the portion of the $16,000 paid as interest (which will be less and less each year) will be reflected
on the income statement- the amount paid on principal will be seen as an outflow of cash from
financing activities on the statement of cash flows. This is a significant difference in the way
these two companies allocate the expense on rental equipment. Assuming Glenwood continues to
rent it on a yearly basis (which is already known to be true at least for the year 20X2), it will have
to record that rental expense as an operating expense each year which come directly out of net
income.
Gross profit margin is a simple indicator of the profitability of a company. Using
numbers from the income statement, the gross profit, sales minus cost of goods sold, can be
calculated. This number divided by the net sales of a company indicates the dollar amount of
sales revenue that remain to cover expenses and then contribute to the company’s profit. A higher
gross profit margin usually indicates a strong net income which is a sign of a company making
healthy profits from its sales. Glenwood Heating, Inc. had a gross profit margin of 56 percent for
the year ended December 31, 20X1; Eads Heaters, Inc. had a slightly lower gross profit margin of
53 percent for the same fiscal year. This means that for every dollar Glenwood and Eads earn,
they retain $0.56 and $0.53, respectively, to pay off expenses and save for the future. As these
companies are both only a year into operations, it cannot be assessed whether these figures will
remain stable. A healthy company generally will not exhibit drastic fluctuations in the gross profit
margin from one period to the next. Without past years to consider, the different between the
gross profit margins of these two companies does not provide much insight into which company
is more stable. It simply shows that for the year of 20X1, Glenwood retained about $0.03 more to
the dollar than Eads, showing a slight advantage in Glenwood’s ability to pay off expenses and
build for the future.
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Profit margin indicates the percentage of each dollar earned that a company gets to keep
in actual earnings. All expenses are subtracted from total revenue to show net income and that
number, divided by sales, and multiplied by one hundred percent yields the profit margin. Like
gross profit margin, this ratio indicates the stability of a profitability over time. However, without
the ability to look at the trends in a single company’s financial statements and related ratios over
time, the meaningfulness of ratios in predicting that company’s outlook diminishes significantly.
Comparing the profit margin of Glenwood for the year ended 20X1, 23 percent, and that of Eads,
18 percent, it is clear that Glenwood retains greater earnings for each dollar it receives in sales
revenue than does its competitor.
The return on assets (ROA) ratio indicates how effectively invested capital (in the form
of assets) is being used to generate income. Since Glenwood has a ROA of 14 percent for 20X1
versus Eads’ ROA of 10 percent, it seems that Glenwood is better at turning investments into
profit. This is further supported by the fact that Glenwood has a net income higher than Eads
with less in total assets. This means Glenwood was able to generate more capital with less
invested in assets. This is a sign that Glenwood is allocating resources in a more profitable
manner than its competitor. However, since net income is used in this measure of profitability
and much of the difference in the two companies’ net incomes was due to managerial decisions
regarding methodology, the significance of the difference in the two ROA numbers diminishes
slightly.
The debt ratio shows the portion of a company’s assets that are financed by debt. For
Glenwood, the debt ratio of 0.64 means that 64 percent of its assets are backed by debt. This is a
high percentage, so Glenwood is very dependent on the money it borrows from others to operate.
That indicates that Glenwood is more leverage and therefore considered riskier than companies
with lower debt ratios. While 0.64 is considered a higher-risk debt ratio, Eads has an even higher
debt ratio at 0.71. This means Eads is even more leveraged and more dependent upon borrowed
money to back its operations. This is a bad sign to potential investors so investing in either
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company, especially Eads, would be taking a risk. The fact that both are new companies though
does help explain the high debt ratios. If the either company is to continue to profit, run more
efficient and stable operations, and have any leveraging power in the industry, it will have to
reduce the debt ratio going forward.
Times interest earned shows the number of times over a company can cover the interest it
owes. This measure reflects a company’s ability to pay for its debts and avoid bankruptcy. Since
Glenwood has a times interest earned of 5.47 while Eads’ is only 3.69, Glenwood has the greater
ability to cover its debts and can be assumed to be less likely to go bankrupt. While Eads shows
promise in many of its liquidity ratios, such as a quicker inventory turnover and fewer days to sell
inventory, these differences do not make up for the lower profitability of Eads reported in the
financial statements. Glenwood would be the safer choice of the two companies to invest in
based on all the profitability ratios and financial statements from operations in 20X1.
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APPENDIX
1A-1. Glenwood Income Statement

GLENWOOD HEATING, INC.
INCOME STATEMENT
FOR THE YEAR ENDED DECEMBER 31, 20X1
Sales
Sales revenue
Cost of goods sold
Gross profit
Operating expenses
Bad debt expense
Depreciation expense
Other operating expenses
Rent expense
Income from operations
Other expenses and losses
Interest expense
Income before income tax
Income tax
Net income for the year
Earnings per common share

$
$
$
$

994
19,000
34,200
16,000

$
$
$

398,500
177,000
221,500

$
$

70,194
151,306

$
$
$
$
$

27,650
123,656
30,914
92,742
28.98

$
$
$

398,500
188,800
209,700

$
$

80,670
129,030

$
$
$
$
$

35,010
94,020
23,505
70,515
22.04

1A-2. Eads Income Statement

EADS HEATERS, INC.
INCOME STATEMENT
FOR THE YEAR ENDED DECEMBER 31, 20X1
Sales
Sales revenue
Cost of goods sold
Gross profit
Operating expenses
Bad debt expense
Depreciation expense
Other operating expenses
Income from operations
Other expenses and losses
Interest expense
Income before income tax
Income tax
Net income for the year
Earnings per common share

$
$
$
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4,970
41,500
34,200

1A-3. Glenwood Balance Sheet

GLENWOOD HEATING, INC.
BALANCE SHEET
DECEMBER 31, 20X1
Assets
Current assets
Cash
Accounts receivable
Less: Allowance for doubtful accounts
Inventory
Total current assets
Property, plant, and equipment
Land
Building
Less: Accumulated depreciation, building
Equipment
Less: Accumulated depreciation, equipment
Total property, plant, and equipment
Total assets

$
$
$

99,400
994

426

$ 98,406
$ 62,800
$ 161,632
$ 70,000

$
$
$
$

350,000
10,000
80,000
9,000

$ 340,000
$ 71,000
$ 481,000
$ 642,632

Liabilities and Equity
Current liabilities
Accounts payable
Interest payable
Portion of note payable due within one year
Total current liabilities
Long-term liabilities
Note payable
Total liabilities
Stockholder's equity
Paid in on capital stock
CapitalAuthorized, issued, and outstanding,
3,200 shares at $50 a share
Retained earnings
Total stockholder's equity
Total liabilities and stockholder's equity

$ 26,440
$ 6,650
$ 20,000
$ 53,090
$ 360,000
$ 413,090

$ 160,000
$ 69,542
$ 229,542
$ 642,632
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1A-4. Eads Balance Sheet

EADS HEATERS, INC.
BALANCE SHEET
DECEMBER 31, 20X1
Assets
Current assets
Cash
Accounts receivable
Less: Allowance for doubtful accounts
Inventory
Total current assets
Property, plant, and equipment
Land
Building
Less: Accumulated depreciation, building
Equipment
Less: Accumulated depreciation, equipment
Leased equipment
Less: Accumulated depreciation, leased equipment
Total property, plant, and equipment
Total assets

$
$

99,400
4,970

7,835

$
$

94,430
51,000
$ 153,265

$
$
$
$
$
$
$

350,000
10,000
80,000
20,000
92,000
11,500

Liabilities and Equity
Current liabilities
Accounts payable
Interest payable
Portion of note payable due within one year
Lease payable
Total current liabilities
Long-term liabilities
Note payable
Lease payable
Total long-term liabilities
Total liabilities
Stockholder's equity
Paid in on capital stock
CapitalAuthorized, issued, and outstanding,
3,200 shares at $50 a share
Retained earnings
Total stockholder's equity
Total liabilities and stockholder's equity

$

70,000

$ 340,000
$

60,000

$

80,500
$ 550,500
$ 703,765

$
$
$
$

26,440
6,650
20,000
16,000
$

69,090

$ 360,000
$ 67,360
$ 427,360
$ 496,450

$ 160,000
$ 47,315
$ 207,315
$ 703,765
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1A-5. Glenwood Statement of Stockholders’ Equity

GLENWOOD HEATING, INC.
STATEMENT OF STOCKHOLDERS' EQUITY
FOR THE YEAR ENDED DECEMBER 31, 20X1

Balance on January 1

Common
Stock
Shares
-

Common
Stock
Amount
$
-

Net income
Issuance of common stock
Cash dividends ($7.25 per share)
Balance on December 31

3,200

Retained
Earnings
$
-

$

$

$

92,742

$ 160,000

3,200

$ 160,000

$ (23,200)
$ 69,542

Total
92,742

$ 160,000
$ (23,200)
$ 229,542

1A-6. Eads Statement of Stockholders’ Equity

EADS HEATERS, INC.
STATEMENT OF STOCKHOLDERS' EQUITY
FOR THE YEAR ENDED DECEMBER 31, 20X1

Balance on January 1

Common
Stock
Shares
-

Common
Stock
Amount
$
-

Net income
Issuance of common stock
Cash dividends ($7.25 per share)
Balance on December 31

3,200
3,200

Retained
Earnings
$
-

$

$

$

70,515

$ 160,000
$ 160,000
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$ (23,200)
$ 47,315

Total
70,515

$ 160,000
$ (23,200)
$ 207,315

1A-7. Glenwood Statement of Cash Flows

GLENWOOD HEATING, INC.
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 20X1
Cash flows from operating activities
Net income

$

Adjustments to reconcile net income to net cash
provided by operating activities:
Increase in accounts receivable
(Less: Allowance for doubtful accounts)
Increase in inventory
Increase in accounts payable
Increase in interest payable
Depreciation expense
Net cash provided by operating activities
Cash flows from investing activities
Purchase of land
Purchase of building
Purchase of equipment
Net cash used by investing activities
Cash flows from financing activities
Issuance of common stock
Payment of cash dividend
Increase in debt
Net cash provided by financing activities
Net increase in cash
Cash at beginning of year
Cash at end of year
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$
$
$
$
$

(98,406)
(62,800)
26,440
6,650
19,000

92,742

$ (109,116)
$ (16,374)

$ (70,000)
$ (80,000)
$(350,000)
$ (500,000)
$ 160,000
$ (23,200)
$ 380,000
$ 516,800
$
426
$
$
426

1A-8. Eads Statement of Cash Flows

EADS HEATERS, INC.
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 20X1
Cash flows from operating activities
Net income

$

70,515

$
$

(70,840)
(325)

Adjustments to reconcile net income to net cash
provided by operating activities:
Increase in accounts receivable
(Less: Allowance for doubtful accounts)
Increase in inventory
Increase in accounts payable
Increase in interest payable
Depreciation expense
Net cash provided by operating activities
Cash flows from investing activities
Purchase of land
Purchase of building
Purchase of equipment
Net cash used by investing activities
Cash flows from financing activities
Issuance of common stock
Payment of cash dividend
Increase in debt
Principal paid on long-term lease payable
Net cash provided by financing activities
Net increase in cash
Cash at beginning of year
Cash at end of year

$ (94,430)
$ (51,000)
$ 26,440
$
6,650
$ 41,500

$ (70,000)
$ (350,000)
$ (80,000)
$ (500,000)
$ 160,000
$ (23,200)
$ 380,000
$ (8,640)
$ 508,160
$
7,835
$
$
7,835

13

1A-9. Glenwood Financial Ratios

GLENWOOD HEATING, INC.
FINANCIAL RATIOS
Liquidity Ratios
Current ratio
Acid-test ratio
Accounts receivable turnover
Days to collect receivables
Inventory turnover
Days to sell inventory
Operating cycle
Profitability Ratios
Gross profit margin
Profit margin
Return on assets (ROA)
Return on owners' equity
(ROE)
Earnings per share

current assets
current liabilities

3.04

cash + short-term investments + net receivables
current liabilities
net credit sales
average net accounts receivable

1.86

365 days
accounts receivable turnover
cost of goods sold
average inventory

90.13

365 days
inventory turnover
days to sell inventory +
days to collect receivables

129.50

sales - cost of goods sold
sales

56%

net income
sales
net income
average total assets
net income - preferred dividends
average common stockholders' equity

23%

net income - preferred dividends
average number of common shares outstanding
for the year

Debt ratio
Times interest earned

4.05

2.82

219.64

14%
58%
$

28.98

total liabilities
total assets

0.64

income from operations
interest expense

5.47
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1A-10. Eads Financial Ratios

EADS HEATERS, INC.
FINANCIAL RATIOS
Liquidity Ratios
Current ratio

current assets
current liabilities

2.22

cash + short-term investments + net receivables
current liabilities

1.48

net credit sales
average net accounts receivable

4.22

365 days
accounts receivable turnover

86.49

Inventory turnover

cost of goods sold
average inventory

3.70

Days to sell inventory

365 days
inventory turnover

98.60

days to sell inventory +
days to collect receivables

185.09

sales - cost of goods sold
sales

53%

net income
sales

18%

Return on assets (ROA)

net income
average total assets

10%

Return on owners' equity
(ROE)

net income - preferred dividends
average common stockholders' equity

$

0.44

net income - preferred dividends
average number of common shares outstanding
for the year

$

22.04

Acid-test ratio
Accounts receivable turnover
Days to collect receivables

Operating cycle
Profitability Ratios
Gross profit margin
Profit margin

Earnings per share

Debt ratio
Times interest earned

total liabilities
total assets

0.71

income from operations
interest expense

3.69
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MOLSON COORS BREWING COMPANY
ABSTRACT
Molson Coors Brewing Company is a growing and profitable company. Its persistent
income increased from $653M2 in 2012 to $705M in 2013. This not only shows stability in
regular operations, but also indicates that this company will grow to have greater future incomes.
The net operating profit after tax for Molson Coors increased 2012 to 2013, showing that the
company is improving its ability to create profit from its equity. Molson Coors is also increasing
its engagement in foreign business operations which are subject to lower foreign tax ratesresulting in an overall lower effective tax rate for Molson Coors.
Molson Coors made an acquisition which it references in relation to its foreign business
affairs; this implies that Molson Coors is making strategic investments in foreign companies at
the lower effective tax rate. Though the specific nature of the acquisition is not explicitly written
in these financial statements, it is clear that the profits generated from the acquisition are being
listed under the continuing operations of Molson Coors. The profits coming from the persistent
operating business earnings stream of Molson Coors, in addition to the substantial tax benefits of
foreign operations, are earning the company significantly more income than in previous years. It
can be assumed that this has already led to an appreciation in Molson Coors stock price. This
stock value will most likely continue to increase if operations continue to grow according to the
current pattern. This presents Molson Coors Brewing Company to investors as a stable yet
increasingly profitable investment.

2

“M” is used to indicate million whenever it appears in this and all cases
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SOLUTION
The major classifications on an income statement are net income for continued
operations, net income from discontinued operations, continued operations expenses,
noncontinued operations expenses, and total net income.
Companies are required by U.S. GAAP to provide “classified” income statements
because important relationships are shown in this information. The ability to analyze income
statements, statements of stockholders’ equity, balance sheets, and statements of cash flows
permits users to assess the amounts, timing, and uncertainty of cash flows and predict future
profitability of the company more easily. It gives potential investors a fair opportunity to explore
the history of a company with full disclosure of important operations from that company before it
decides whether or not to invest.
Financial statement users may be interested in a measure of persistent income because it
shows stability in regular business. Persistent income helps determine current income which
contributes to a good prediction of future income. Comprehensive income is changes in assets
from non-owner sources. It includes all changes in equity in a period except those resulting from
investments by owners and distribution to owners of the company. Comprehensive income
contains all gains, losses, revenues, and expenses on net income plus all gains and losses that
bypass net income but affect stockholder’s equity.
Net sales equals sales minus excise taxes. In some cases, sales returns and allowances and
sales discounts are also subtracted from sales to get net sales, but not in this case. Molson Coors
reports these items separately because the excise tax takes a large percentage of sales revenue and
Molson probably wants investors to see a healthier overall sales number.
Molson Coors uses the following categories to segment any charges incurred or benefits
realized that are considered special items: employee-related charges, impairments or asset
abandonment charges, unusual or infrequent items, and termination fees and other (gains)/losses.
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Molson believes that these items are not indicative of the core/normal operations of its
business; however, many of these items do subtract from operating income each year (though not
always by similar amounts). Under the modified all-inclusive concept of financial reporting,
companies include unusual items as a part of net income and are required to highlight these
irregular items in the financial statements. Molson abides by the rules of this approach by listing
such items under the collective heading of Special Items and recording a more detailed
breakdown of that category in the notes of the financial statements. The inclusion of special items
in operating expenses with further disclosures in the notes is helpful in determining Molson’s
potential long-run earning power. I agree with the placement of the special items in its current
position on Molson’s income statement so long as it continues to provide a fully labeled
calculation of the net special items amount.
The “Other income (expense), net” income statement item contains very similar items to
the “Special items, net” category. The first item- “Gain on sale of non-operating assets”- relates
to gains from the sale of items unrelated to the normal operating activities of Molson. The fourth
item- “Gain from Foster’s swap and related financial instruments”- is a gain from stock-related
activities in only 2011. The remaining four items under “Other income (expense), net” all relate
to gains or losses in connection with “the Acquisition.” This Acquisition is referenced
periodically throughout Molson’s financial statement notes, but no full disclosure of the details of
this event is present in the financial statement portion of the notes. This warrants further
investigation as all activities related to the Acquisition mentioned in these statements (especially
the four items under “Other income (expense), net” are expenses incurred by Molson. If all of
these activities are related to derivative instruments and hedging activities as descriptions under
Note 6 suggest, then perhaps these expenses should be recorded with the gains (losses) on
derivative instruments in “Special items, net.”
Comprehensive income in 2013 is $760.2M and net income in 2013 is $567.3M, so
comprehensive income is $192.9M higher. The item contributing most to the difference between
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comprehensive income and net income in 2013 is the addition of “pension and other postretirement benefit adjustments.” This $240.7M added to net income in 2013 sits in stark contrast
to the $195.8M and $189.6M subtractions from net income from the same pension adjustment
category in 2012 and 2011, respectively. Foreign currency translation adjustments account for the
largest subtraction from net income to reach comprehensive income in 2013. This category relates
directly to the two below it- “unrealized gain (loss) on derivative instruments” and
“reclassification of derivative gain (loss) to income.”
Financial Accounting Standards Board Statement No. 133 (FAS 133) requires that any
gains or losses from derivatives “designated as hedging the foreign currency exposure of an
investment in a foreign operation” (which is the designation for Molson’s derivative instruments
listed on these financial statements) be reported as a part of translation adjustments in
comprehensive income. So essentially Molson has to list all gains or losses from currency
adjustments related to its foreign adjustments under comprehensive income which accounts for
large increase and decreases in comprehensive income with each year being affected very
differently. The last major category contributing to comprehensive income is the ownership share
of unconsolidated subsidiaries’ other comprehensive income (loss). This is category appears to be
the most promising of the three main categories contributing to comprehensive income. It shows
a distinct pattern of going from a significant subtraction from Molson’s comprehensive income in
2011 ($67.0M) to a much smaller subtraction in 2012 ($6.9M), to increasing comprehensive
income for Molson in 2013 by $81.2M. This is positive sign that the subsidiary companies under
Molson Coors are now generating and contributing income to the parent company.
Special items is a non-persistent income statement item as it has already proven
inconsistent in the amount that it subtracts from net income each year. It can be expected that a
similar trend of varied amounts will continue to come from this account. This is understandable
since special items includes unusual and infrequent items which by nature carry a degree of
unpredictability. Other income (expense), net can be expected to be similarly unpredictable and
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therefore non-persistent. Some of the income and expenses from this category may be single
transaction or events that only affect one year’s income. Other items, such as the “Gain on sale of
non-operating assets,” will likely affect net income each year but at potentially quite different
amounts each time.
Molson Coors’ effective tax rate in 2013 is 12.8 percent. If Molson Coors’ domestic
operations continue to be taxed at the combined statutory rate that prevailed in 2013, it is safe to
predict that the persisting effective tax rate will stay close to or slightly about its current rate of
12.8 percent. It is likely that Molson will continue to engage in foreign operations and invest in
foreign companies which will keep the effective tax rate much lower than the 35 percent statutory
federal tax rate for US corporations. While Molson Coors’ tax rate was much higher than this is
2012 at 26.1 percent, the explanation in the notes indicates that several one-time factors led to
this. While it is very unlikely that the tax rate will reach nearly that high again, 12.8 percent is so
low an effective tax rate that, even with its foreign operations, Molson may struggle to keep its
tax rate that far below the statutory federal tax rate. Therefore, a more conservative estimate for
an effective tax rate for Molson going forward is 15 percent. This effective tax rate will be used
in the prediction of a future RNOA for Molson and can be expected to persist as the tax rate for
Molson for the next few years (assuming no major changes in operations). Using 15 percent as
the effective tax rate, the estimate of persistent income for Molson Coors for 2013 is $705.1M.
All items under “Other income (expense), net” (including interest expense, interest
income, and other income (expense), net); “Special items, net”; and “Net income attributable to
noncontrolling interests” are all nonoperating for Molson Coors. Other income and special items
contain a mix of recurring and nonrecurring items, but all are not related to the core operations of
Molson Coors. Net income attributable to noncontrolling interests will be a recurring item, but
again it is not an item involved in the normal business operations of Molson Coors.
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Using the 12 percent marginal tax rate, the total after-tax amount of nonoperating items
for Molson Coors for 2013 is a loss of $313.6M. The net operating profit after tax for 2013 is
$875.2M; for 2012 net operating profit after tax is $838.1M.
The two nonoperating assets on the balance sheet for Molson Coors the items
“Investment in MillerCoors” and “Other intangibles.” All other items on the balance sheet
contribute directly to the ongoing operations of the company. Investments in other companies
(such as MillerCoors) are not essential to the regular proceedings of Molson Coors. Unless a
company discloses a specific operating purpose for one or more of its intangible assets- which
Molson Coors did not- it can be assumed that these too are not essential to the regular operations
of the business. Though the investment and some or all of the intangible assets may be recurring,
they are not in the operating earnings stream.
Net operating assets for 2013 are $6,248.5M; for 2012 they are $6,545.6M.
The RNOA for Molson Coors for 2013 is 14.0 percent; for 2012 it is slightly lower at
12.8 percent. This increase in RNOA shows that Molson Coors is increasing its ability to create
profit from its equity; therefor improvement in this percentage is very attractive to investors.
The operating profit margin for both 2013 is 0.15. The net operating asset turnover for
2013 is 0.96 while for 2012 it is 0.86. Since the net operating asset turnover is larger for 2013, the
RNOA is proportionally higher. This means that Molson Coors is improving its ability to turn
profit from its equities.
The RNOA for Molson Coors using persistent income is 11.3 percent for 2013 and 10.0
percent for 2012. These are both smaller percentage returns on net operating assets than those
calculated using net operating profit after tax. However, Molson Coors still shows growth from
2012 to 2013. The RNOA percentages calculated using net operating profit after tax are better
predictors of future profitability. Using persistent income in the numerator of the RNOA
calculation makes the company look less profitable because it includes nonoperating expenses
such as interest that do not reflect on Molson Coors ability to generate profit.
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APPENDIX
2A-1. Molson Coors Estimate of Persistent Income

MOLSON COORS BREWING COMPANY AND SUBSIDARIES, INC.
ESTIMATE OF PERSISTENT INCOME
(ALL FIGURES IN MILLIONS)
2013
Sales
$
5,999.6
Excise taxes
$
(1,793.5)
Net Sales
$
4,206.1
Cost of goods sold
$
(2,545.6)
Gross profit
$
1,660.5
Marketing, general, & administrative expenses
$
(1,193.8)
Equity income in Miller Coors
$
539.0
Operating income
$
1,005.7
Other income, net
Interest expense
$
(183.8)
Interest income
$
13.7
Total other income, net
$
(170.1)
Income from continuing operations before income taxes
$
835.6
Income tax benefit
$
(125.3)
Net income from continuing operations
$
710.3
Less: Net (income) loss attributable to noncontrolling interests $
(5.2)
Net income attributable to Molson Coors Brewing Company
$
705.1

$
$
$
$
$
$
$
$

2012
5,615.0
(1,698.5)
3,916.5
(2,352.5)
1,564.0
(1,126.1)
510.9
948.8

$
$
$
$
$
$
$
$

(196.3)
11.3
(185.0)
763.8
(114.6)
649.2
3.9
653.1

2A-2. Molson Coors Net Operating Profit

MOLSON COORS BREWING COMPANY AND SUBSIDARIES, INC.
NET OPERATING PROFIT
(ALL FIGURES IN MILLIONS)
Net income attributable to Molson Coors Brewing Company
Less: Other income, net
Interest expense
Interest income
Total other income, net
Net operating profit attributable to Molson Coors
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$

2013
705.1 $

$
$
$
$

(183.8)
13.7
(170.1)
875.2

$
$
$
$

2012
653.1

(196.3)
11.3
(185.0)
838.1

2A-3. Molson Coors Return on Net Operating Assets

MOLSON COORS BREWING COMPANY AND SUBSIDARIES, INC.
RETURN ON NET OPERATING ASSETS
(ALL FIGURES IN MILLIONS)
Net operating profit attributable to Molson Coors
Year-end net operating assets
RNOA
Sales
RNOA operating profit margin
RNOA net operating asset turnover
RNOA
Estimate of persistent income
RNOA with persistent income

$
$
$

$
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2013
875.2
6,248.5
14.0%
5,999.6
0.15
0.96
14.0%
705.1
11.3%

$
$
$

$

2012
838.1
6,545.6
12.8%
5,615.0
0.15
0.86
12.8%
653.1
10.0%

GOLDEN ENTERPRISES, INC.
ABSTRACT
The statement of cash flows summarizes all of a company’s inflows and outflows of cash
in a given period (usually a year). Investors and creditors use this information, along with other
financial statements, to assess the entity’s ability to generate future cash flows and meet
obligations. There are three sections in a statement of cash flows- operating, investing, and
financing activities. Each provides information on cash transactions in which the company spends
or receives cash that relates to that category of activities. There are two methods used to prepare
the operating section of the statement of cash flows- the direct method and the indirect method.
The indirect method adjusts net income to a cash basis to determine net operating cash flows; this
is the method used by a clear majority of companies. The statement of cash flows reflects changes
in many items on the balance sheet. Both financial statements in addition to the income statement
and statement of stockholders’ equity provide important information to both internal and external
users about a company’s standings.
Golden Enterprises, Inc. is a snack manufacturer and distributer. It uses the indirect
method to prepare the statement of cash flows. In the fiscal year ended May 31, 2013, Golden
Enterprises showed a lower net income and net cash provided by operating activities than in 2012
fiscal year. The productive capacity also went down from 2012 to 2013, but Golden Enterprises is
still investing in new equipment much faster than it is depreciating its current equipment which is
a positive sign of growth. Golden Enterprises anticipates a $5M investment in property, plant, and
equipment in 2014, but based on its low cash debt coverage and negative free cash flow, it will
have to rely on a several-million-dollar loan to fund this investment.
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SOLUTION
The statement of cash flows summarizes a company’s cash inflows and outflows and net
changes in cash during a given period of time (usually one year). The cash flows statement assists
investors and creditors in assessing the entity’s ability to generate future cash flows, pay
dividends, and meet obligations. The income statement measures the success of a company’s
operations for that same period of time. The income statement uses revenues, expenses, gains,
and losses to determine net income. These income statement recognizes expenses and revenues
on an accrual basis- revenues are recognized when earned and expenses when incurred. This
results in account balances that do not reflect the net changes in cash that a company pays out and
receives. The statement of cash flows reconciles these differences by adjusting net income for
operating expenses from the accrual basis to a cash basis. The difference between net income and
net cash provided/ used by operating activities helps financial statement users examine a
company’s investing and financing transactions to better understand why assets and liabilities
changed during the period.
The statement of cash flows can be prepared using one of two methods- direct or indirectwhich vary only in the operating section. The direct method shows operating cash receipts and
payments. Another way to look at the direct method is as a conversion of each major category on
the income statement (which is calculated on an accrual basis) to the correct amount for the cash
basis. FASB prefers this method because it more closely aligns with the objective of the cash
flows statement. However, FASB requires any company using the direct method to show a
reconciliation adjusting net income to net cash provided by operating activities as a check. This
reconciliation is essentially the same as writing out the operating section under the indirect
method, so a vast majority of companies choose to only present the statements of cash flows
using the indirect method. It is also less costly and easier to prepare than the direct method. The
indirect method’s cash flows from operating activities section starts with net income and adjusts
for the items that do not affect cash. Golden Enterprises uses the indirect method, as its operating
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section is calculated by beginning with net income and then adjusting it to find net cash provided
by operating activities.
The three sections of the statement of cash flows are operating activities, investing
activities, and financing activities. The operating activities section involves the conversion of net
income to a cash basis by either the indirect or direct method. The investing activities section
includes the cash effects of making and collecting loans and buying and disposing of investments,
property, plant, and equipment. The financing activities section includes the cash effects of
collecting from and distributing to owners and borrowing money from and repaying creditors.
A company’s net change in cash over a year (or period) is equal to the net change in
liabilities and owners’ equity less the net change in all other assets. The operating activities
section adjusts net income to account for increases and decreases in some of these balance sheet
items over the course of the year. Some of the more common changes in balance sheet accounts
that show up under operating activities on the statement of cash flows are accounts receivable,
inventories, and accounts payable. The investing activities section includes the sale of property,
plant, and equipment which are all items that would show up as assets on the balance sheet. This
section also includes cash received from collecting loans (which reflects a reduction in accounts
receivable on the balance sheet). The investing activities section similarly reflects exchanges of
cash based on balance sheet activities. For example, the issuance of debt (which appears as a cash
inflow on the cash flows statement) matches the amount shown on the balance sheet under the
liability account(s) long-term debt and potentially debt due within a year.
Cash equivalents are extremely liquid investments, such as demand deposits, which will
mature within three months or less. Cash and cash equivalents are listed at fair value on the
statement of cash flow.
Net income includes many revenues and expenses that link directly to asset accounts and
short-term liability accounts on the balance sheet. The indirect method of the statement of cash
flows starts with net income then adjusts for the noncash changes in these balance sheet accounts
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to reconcile net income with net cash provided by operating activities. These adjustments convert
net income from the accrual basis to the cash basis that is required on the cash flows statement.
Depreciation and amortization do not generate cash. These expenses are added back to
net income because they are noncash expenses. Depreciation expense is used by companies to
allocate the cost of tangible, long-lived assets (except land) over their useful lives3. Amortization
acts in the same way to allocate the cost of limited-life intangible assets (such as copyrights and
trademarks) over their useful lives. These expenses are all added back to net income in the
calculation of net cash provided by operating activities because there are no matching cash
outflows. Adding depreciation expense back to net income does not signify an inflow of cash- it
removes the effect of a noncash account in the adjustment of net income to a cash basis.
Net income is much lower in 2013 and 2012 than the respective net cash provided by
operating activities in each of these years. This is largely due to the fact that depreciation expense
($3.5M in 2013 and $3.3M in 2012) is significantly lowering net income. Cash flows on the other
hand have nothing to do with depreciation since it is a noncash item. Since the depreciation
expense is not deducted from net cash provided by operating activities, this number is much
higher. Net cash provided by operating activities in 2012 was $5,747,290; in 2013 net cash from
operations was nearly 20 percent lower at $4,607,029. While both years do show Golden
Enterprises’ ability to generate positive cash flows, the significant decline in operating cash
inflows is concerning. The gross profit margin for both 2012 and 2013 was 48 percent. This
shows that Golden Enterprises is able to produce a healthy profit from sales after subtracting for
the cost of goods sold. While this is a good indicator of the company’s profitability, the fact that
this number did not grow from 2012 to 2013 (in addition to the decline in net cash from
operations) indicates that Golden Enterprises’ may no longer be growing. However, it would take

3

Land is not depreciated because it does not have a useful life or depreciate in value as it ages in the same
way as equipment and buildings. Wasting resources (timberland, mineral deposits, oil/gas reserves) are
depleted not depreciated.
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at least one or two more years of financial statements to determine whether this reflects a severalyear downward trend for the company or if 2013 was simply a less profitable year for a still stable
company.
Productive capacity is a measure of how efficiently a company actively utilizes its
production capacity. Without records regarding the company’s production schedule/ production
demand throughout the year or records of fulfillment of these demands, the next best measure of
productive capacity is rate of replacement of property, plant, and equipment. In 2012,
depreciation expense equaled 63 percent of purchase expenses for acquiring new property, plant,
and equipment. This means that Golden Enterprises was buying new property, plant, and
equipment 1.58 times faster than it was depreciating current equipment. In 2013 this ratio
dropped to 1.17. While this lower rate does show a decrease in productive capacity, it does not
necessarily indicate that the company is no longer growing. The fact that both rates were well
over one means that Golden Enterprises consistently buys equipment faster than it depreciates
current equipment. A net acquisition ratio greater than one indicates that production capacity is
growing. The rate declined from 2012 to 2013 but remained above one; this could be an
indication that Golden Enterprise experienced a lot of growth in 2012. While the growth
definitely slowed, it is certainly possible that the company is still expanding- just at a slower rate
than in 2012.
Golden Enterprises invested over $5M in new property, plant, and equipment in 2012.
While it only invested slightly over $4M in the same manner in 2013, it is certainly within the
company’s capacity to invest $5M again in 2014. Based on the 2012 and 2013, Golden
Enterprises has a cash debt coverage of 0.194. This indicates a fairly low ability to repay liabilities

4

Cash debt coverage ratio = net cash provided by operating activities/ average total liabilities
Using net cash provided by operating activities from 2013 and total liabilities from 2012 and 2013
averaged:
Cash debt coverage ratio= $4,607,029/ $24,026,958 = 0.19
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from its operations in a given year. Golden Enterprises also reported a free cash flow of
$(1,010,528)5 as of May 31, 2103. This negative free cash flow shows that it currently has
extremely low financial flexibility in that it has no discretionary cash to use immediately for
additional investments. With this knowledge, Golden Enterprises must seek an outside source of
cash to fund the increased level of investment in property and equipment it expects in 2014.
As of May 31, 2013, Golden Enterprises has a note payable to the bank in the amount of
$5,314,213. If Golden Enterprises has established strong rapport with this bank, it is possible that
it could seek to make another several-million-dollar loan from this bank. Based on its current
financial position, it is quite possible that the bank would deny Golden Enterprises the loan. If
this were to occur, Golden Enterprises could sell some of the 211 million shares of common stock
that are authorized but not yet issued. However, even if it issued many shares of stock, Golden
Enterprises would likely still need several million more dollars to fund expected upcoming capital
investments.

5

Free cash flow = net cash provided by operating activities – capital expenditures – dividends
Using all of these values from the May 31, 2013 financial statements:
Free cash flow = $4,607,029 - $4,149,678 - $1,467,789 = $(1,010,528)
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APPENDIX
3A-1. Golden Enterprises Statement of Cash Flows

GOLDEN ENTERPRISES, INC. AND SUBSIDIARIES
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED MAY 31, 2013
Cash flows from operating activities
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation
Deferred income taxes
Gain on sale of property and equipment
Change in receivables- net
Change in inventories
Change in prepaid expenses
Change in cash surrender value of insurance
Change in other assets- other
Change in accounts payable
Change in accrued expenses
Change in salary continuation plan
Change in accrued income taxes
Net cash provided by operating activities
Cash flows from investing activities
Purchase of property, plant and equipment
Proceeds from sale of property, plant and equipment
Net cash used by investing activities
Cash flows from financing activities
Debt proceeds
Debt repayments
Checks outstanding in excess of bank balances
Purchases of treasury shares
Cash dividends paid
Net cash provided by financing activities
Net decrease in cash
Cash at beginning of year
Cash at end of year
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$
$
$
$
$
$
$
$
$
$
$
$

3,538,740
(185,939)
(61,040)
106,367
200,985
200,137
62,906
(191,298)
(1,216,399)
954,938
(49,774)
113,369

$
$

(4,149,678)
74,514

$

1,134,037

$
$

3,472,992
4,607,029

$

(4,075,164)

$
$
$
$

(1,668,570)
(1,136,705)
1,893,816
757,111

$ 38,361,199
$ (38,287,529)
$
(267,501)
$
(6,860)
$ (1,467,879)

PEARSON
ABSTRACT
Accounts receivable and notes receivable are two types of asset accounts that form when
a company performs services or sells products to customers on credit. A contra account has a
balance opposite the normal balance of the asset, liability, or equity account it accompanies. For
example, Person uses the contra-asset accounts provision for bad and doubtful debts and
provision for sales returns to reduce the trade receivables account in order to more accurately
reflect its actual realizable value. Pearson uses an aging-of-accounts procedure to account for the
fact that receivables are increasingly less likely to be collected the further out it is from the date
of the purchase. This procedure uses the percentage-of-receivables method with the receivables
split into groups based on how long they have been outstanding. Older receivables are estimated
to be uncollectible at a much higher percentage than the newest accounts receivable which results
in a balance in provision for bad and doubtful debts that more accurately estimates the Pearson’s
uncollectable. Despite a slight decrease in gross trade receivables from 2007 to 2009, Pearson
reported much higher sales in 2009 and a higher accounts receivable turnover. Its average
collection period also got significantly shorter in 2009 which means that Pearson was collecting
more receivables more quickly by year end of 2009 than in the previous year. This is a positive
sign that could be an indicator that Pearson is either selling to more reliable customers or has
established a better system for incentivizing customers to pay off its accounts more quickly.
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SOLUTION
An account receivable is an asset account that is created when a company sells a good or
performs a service and bills the customer to pay for it later. The account is made in the amount of
revenue the company has earned but has not yet received in cash. Receivables and trade
receivables are both other names used interchangeably with accounts receivable.
Notes receivable are a type of long-term account receivable. The note is made for the balance
due from a promissory note or loan. Interest payments on the note may also be required, but the
note receivable account will only ever show the principal amount on the loan or note.
A contra account has a balance opposite that of the normal balance in the ledger account
it goes with. For example, note 22 states that trade receivables are stated at fair value, net of
provisions for bad and doubtful debts and anticipated future sales returns. These two accounts are
contra accounts for trade receivables; any addition to these accounts would show up in the trade
receivables ledger as a credit balance which is opposite the normal debit balance of the asset
account. The provisions for bad and doubtful debts acts as an estimate of the percentage of
receivables that Pearson’s expects to have to write off based on historical payment profiles. The
anticipated future sales returns deduct the value of sold goods that Pearson estimates customers
will return. Managers might consider whether historical bad debts expenses for the company align
more closely with a certain percentage of sales or a percentage of accounts receivable. They
should then use the more accurate measure to set the bad debt expense for the upcoming year.
Managers must also consider customer history and recognize any patterns or repetitions in the
customers that have failed to pay bills in the past and anticipate the possibility of a potentially
higher rate of uncollectible accounts should they continue selling to these customers. For the
anticipated future sales returns accounts, managers should make sure there are no major flaws or
damages to any of the goods they sell; if they know that they are selling lower quality goods
managers should estimate a higher value for sales returns.
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The percentage-of-sales procedure is an estimate of uncollectible accounts calculated by
multiplying a percentage by the net credit sales on account for that period. The aging-of-accounts
procedure uses the percentage-of-receivables method (where an estimated percentage is
multiplied by the ending accounts receivable balance) and splits the receivables into groups based
on how long the receivables have been outstanding. Older receivables are estimated to be
uncollectible at a much higher percentage than the newest accounts receivable. Managers need to
know the total sales made on credit in order to estimate the percentage of sales they expect to be
uncollectible. An analysis of several prior periods’ percentage of sales that were actually
uncollectible would also be necessary in order to set a reasonable percentage to use for this
accounting period. For the aging-of-accounts method, management will need a system for
organizing receivables so that they are grouped based on the company’s chosen aging schedule.
Again, a history of the receivables that were not collected over the prior few periods would be
necessary for setting an appropriate percentage for each date range on the aging schedule. The
aging-of-accounts method more accurately states receivables at net realizable value as it takes
into account the reality that a customer is less likely to pay an account payable the further out it is
from the date of the purchase.
Managers must be very careful if they are considering refusing to do business with a
company that has not paid off an account in the past. If it was a rare occasion and the company
paid late or was unable to pay only one of many purchases, then it may be worth writing-off that
one account in order to maintain a good reputation with that customer and those in its network. If
a manager refuses to do business with a particular company because they did not pay a debt, not
only will that customer’s business be lost, but also the business or potential future business of
those in that person’s social circle may also be lost. If a disgruntled customer speaks poorly of a
company for refusing them a second chance, that could be very damaging to that company’s
reputation. From a more financial-based risk assessment standpoint, managers may want to look
at the financials of a company before agreeing to a big sale on credit. If the customer has a low
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cash debt coverage, or an otherwise unstable financial standing, then the managers must be
careful to set up a payment plan that is within the customer’s ability to pay on time or risk that
account becoming uncollectible. It also is not always possible to identify ahead of time which
accounts are likely to be uncollectible, therefore managers must establish a minimum estimate for
bad debts as a safety precaution against unanticipated uncollectible accounts.
Income statement movements is an income statement item while provision for bad and
doubtful debts is a balance sheet account. Utilised reduces receivables, so it is also a balance
sheet account. The bad and doubtful debts expense account appears as a line item under operating
expenses on the income statement. The contra-asset account provision for bad and doubtful debt
is used in the balance sheet calculation of net receivables; it does not appear on the income
statement. Sales revenue is an income statement account. Sales returns is the contra account to
sales revenue, so it is also an income statement account. In the financial statements of Pearson,
Pearson uses provision for sales returns as a contra account to other receivables which means it is
used in calculation of a balance sheet account (other receivables, net).
Estimated sales returns is used in the calculation of the ending balance of the provision
for sales returns account which is a balance sheet account. The book value of sales returns goes
into the calculation of net sales (acting as a contra-revenue account) on the income statement.
£74M is the year-end balance of expected doubtful accounts for 2009. Based on this
estimate, the auditor should be comfortable that the ending balance of £76 in the provision for
bad and doubtful debts account at the end of 2009 (reported in Note 22) will be sufficient to cover
all anticipated uncollectible accounts for the year.
Given that Pearson’s trade receivables were £1,091M in 2007, there is a pattern of
decreasing gross trade receivables over the three years. However, this is a fairly small downward
trend, and based on the increasing sales the lower outstanding receivables is likely a sign that
Pearson is collecting receivables more quickly. This is evidenced by the significantly shorter
average collection period and higher accounts receivable turnover ratio in 2009 than in 2008. This
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means that Pearson is collecting receivables more quickly, so it is able to complete more full
cycles of selling on account and then collecting those receivables than in the previous year. This
change could be attributable to a more reliable customer base that is better at paying on time.
Pearson’s CFO can offer customers sales discounts for faster payment of accounts as an
incentive for customers to pay more quickly. For example, McGraw Hill Publishing can offer
discounts of 4/10 (four percent discount for payment received within ten days of the sale) and
2/30 (two percent discount for payment received within 30 days of the sale). These discounts will
encourage customers to pay as quickly as possible in order to receive the higher discount. If this
incentive works for a significant portion of McGraw Hill’s customers than the average collection
period will significantly go down from 2009.

APPENDIX
4A-1. Pearson Provision for Bad and Doubtful Debts T-account
Provision for Bad and Doubtful Debts

£72M

£5M

£26M
£20M

£3M
£76M

Since the beginning balance in this account is a credit balance, this means
that there were £72 million more in write-offs in 2008 that were allowed for
in that year's estmiated bad debts expense.
An exchange differences credit means that the rate of exchange for
currencies moved to favor the pound, resulting in a gain of £5 million for
Pearson. To reflect this gain they decreased the allowance by £5 million to
indicate that they expect to benefit from the exchange.
A credit to income statement movement is equivalent to recording £26
million in bad debt expense and increasing the provision for bad and doubtful
accounts accordingly.
The £20 million "utilised" debit is a write-off of uncollectible accounts, so
the provision is reduced by this amount.
The result of a £3 million debit under acquisition through business
combination is essentially additional bad debt expense that Pearson inherited
from the company they acquired.
This is ending credit balance will roll over to become the beginning balance
in next year's provisions for bad and doubtful debts accounts.
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4A-2. Pearson Journal Entries to Capture Bad Debts Expense and Write-Off Accounts Receivable
Income Statement Movements/ Bad Debt Expense
Provision for Bad and Doubtful Debts
Provision for Bad and Doubtful Debts
Utilised

£26M
£26M
£20M
£20M

4A-3. Pearson Provision for Sales Returns T-account
Provision for Sales Returns

£372M
£425M
£443M
£354M

A beginning credit balance of £372 million is the normal balance for this
account as it acts as a contra-account for Pearson (by reducing the other
receivables asset account).
This £425 million is the estimated sales return for 2009. It is credited to this
T-account because it is increasing the provision for sales returns.
This £443 million debit reflects the value of actual book returns in 2009 for
Pearson.
This ending credit balance will roll over to become the beginning balance in
the next year's provision for sales returns.

4A-4. Pearson Journal Entries to Capture Estimated Sales Returns and Actual Book Returns
Sales

£425M

Provision for Sales Returns
Provision for Sales Returns
Sales Returns

£425M
£443M
£443M

4A-5. Pearson Gross Trade Receivables T-account
Gross Trade Receivables
£1,030M
£5,624M
£20M
£443M
£5,202M
£989

Beginning trade receivables blance
Sales in 2009 (all made on account)
Utilized (written-off uncollectible accounts)
Actual book value of sales returns
Cash collected on accounts receivable
Balance in gross trade receivables

4A-6. Pearson Journal Entries to Record Sales on Account and Accounts Receivable Collection
Accounts Receivable
Sales
Cash
Accounts Receivable

£5,624M
£5,624M
£5,202M
£5,202M

36

4A-7. Pearson Aging of Accounts Receivable Schedule

PEARSON
AGING SCHEDULE
Trade receivables
balance
Within due date
Up to three months past due
Three to six months past due
Six to nine months past due
Nine to twleve months past due
More than twelve months past due
Total assets

£ 1,096M
£ 228M
£
51M
£
20M
£
4M
£
20M
£ 1,419M

Estimated %
uncollectible
2%
4%
25%
50%
60%
90%

Accounts
estimated
uncollectible
£
22M
£
9M
£
13M
£
10M
£
2M
£
18M
£
74M

4A-8. Pearson Receivables Turnover and Collection Period

PEARSON
RECEIVABLES TURNOVER & COLLECTION PERIOD
2009
£ 5,624M
£ 989M
6 days
64 days

Credit sales, net
Average gross trade receivables
Accounts receivable turnover
Average collection period

37

2008
£ 4,811M
£ 1,030M
5 days
78 days

GRAPHIC APPAREL
ABSTRACT
Nicki is the new owner of Graphic Apparel Corporation. She took over ownership of the
company by taking a loan backed by GAC’s assets. The bank requires that GAC maintain a
current ratio of 1.0 and turn in annual financial statements in accordance with GAAP. GAC has a
history of selling graphic T-shirts with relatively conservative designs to a base of loyal
customers as well as doing a small amount of business with custom orders. GAC offers full
refunds to the regular customers of the graphic shirts for any shirts it does not sell by October 15.
In the past this has had an immaterial effect on revenue as most of the shirts sold in stores.
In her first year as owner of GAC, Nicki released graphic shirts with an edgier design and
really pushed to increase the custom order part of GAC’s business. Nicki was successful in
attracting new customers with her bolder designs, but these customers have proven to be less
reliable than some of the old customers that chose not to buy the newly designed shirts. This
resulted in a higher rate on uncollectible accounts for GAC. In the past GAC had used the direct
write-off method for bad debts. As this method is not allowed under GAAP, GAC must switch to
the allowance method of accounting for bad debts. GAC will also have to change to a policy of
recognizing revenue when it is earned to align with GAAP. In response to the less reliable new
customers, GAC would also benefit from the creation of an allowance for sales returns contrarevenue account. All of these changes would result in a current ratio for 2014 that is less than the
1.0 required by the bank. Therefore, Nicki will have to invest equity into the company in order to
maintain a current ratio of 1.0 in 2014 to stay in good standing with the bank.
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SOLUTION
GAC is switching from equity to debt financing this year; this means a bank is helping to
back GAC’s operations. This bank requires that GAC submit annual fiscal statements prepared in
accordance with GAAP. Another key change from past operations is the new, edgier T-shirt
designs Nicki created for this season. This led to the loss of some of GAC’s previously returning
customers but also brought in some new start-up retail stores as new customers.
Nicki now owns all the shares of GAC that the previous owners had owned; she bought
all of those shares as a leveraged management buyout. This means that she paid for most of the
shares by taking out a bank loan backed by GAC’s assets. The bank that gave Nicki the loan will
use GAC’s financial statements as will the IRS. The bank requires that GAC submit financial
statements annually to ensure that GAC is still in a position to continue paying interest on the
loan in the next year. The IRS will use the financial statements for tax collection purposes. Nicki
will also likely use the financial statements to make decision for the business. Nicki owns all of
the shares in the company, but the bank financed her purchase of these shares by providing her
with a loan. This means that Nicki can chose the direction that GAC chooses to go in; however,
GAC is now heavily leveraged and must meet the demands of the bank financing the company.
In 2014 GAC will experience its first transactions with many of its new customers. It
experienced a leak in the warehouse that holds the T-shirts, so it will have to deal with all of the
damaged goods and adjust its operations accordingly for this season. 2014 will also be GAC’s
first year under Nicki’s direction; this will surely bring new changes to the company (beyond
simple changes in shirt design) as she establishes new norms for GAC. GAC will also have to
turn in its first set of financial statements that are being held to GAAP standards. This is will
necessitate several changes in long-standing company financial practices.
The customer order part of the business has grown substantially since Nicki took over
operations. For 2014, GAC has $10,000 in customer orders- $7,500 of which has already been
prepaid in cash. We know GAC brought in new customer companies that were excited by the

39

more edgy graphic designs. However, the new graphic design caused GAC to lose some of its
customer base from previous years that preferred more conservative designs. Since GAC
currently has no allowance for doubtful accounts in place to anticipate uncollectibles from new
customers, if the new customers turn out to be less reliable than the old ones, then less receivables
will be collected. This would result in the new design having a negative effect on sales revenue.
There was a leak in the roof that damaged many of the unused plain T-shirts. Instead of
recording a loss, Nicki still sold some of the less damaged goods as if they were normal and part
of the new edgy look. However, she expects that some of these shirts may not sell.
The revenue principle states that revenues should be recognized when they are earnedregardless of when cash is received. GAAP mandates that businesses report earnings using the
revenue recognition principle in order to portray the most accurate depiction of the true earnings
of the company. GAC records revenue from custom orders when the cash is received. This is a
violation of the revenue recognition principle as these revenues have not yet been earned. This
cash received before the goods are given to the customers is a current liability (unearned
revenue). The current method used where GAC records cash received as revenues before the
revenues are earned is never acceptable under GAAP. An alternate period of time when revenues
could be recorded is when the customers are given the shirts. At this point the goods the customer
prepaid for have been received; therefore, the revenue may be recognized by the seller (GAC).
The proper method for recording revenues is recognizing them once they have been
earned. This mean that cash received from customers in advance must be recorded in a liability
account called unearned revenue. This liability will be removed after the goods are given to the
customers. This method is supported by financial statement users who want the balance sheet and
income statement to reflect that there is a liability (despite the cash received) that the company
must produce the shirts before it recognizes sales revenue.
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Changing to this method of revenue recognition will lower the sales revenue by $7,500
and increase the current liabilities for GAC by that amount. The decrease in revenues will lower
net income, and the increase in current liabilities will make the current ratio smaller.
GAAP requires that accounts receivable be reported at net realizable value when the sales
transaction takes place. This means that as soon as the customer takes ownership of the goods
(and the seller removes the items from inventory and records cost of goods sold) the seller should
records sales and create the account receivable. The entire receivables account should only reflect
the total amount of receivables the company expects to receive in cash. Nicki has already said
that she does not expect to receive $3,000 of the $30,000 accounts receivable from retail stores at
the end of the 2014 fiscal year for GAC. An additional cushion should be created for the new
customers in case more than Nicki expects do not pay their receivables. If an additional ten
percent of outstanding accounts receivable from retailers are not paid, then an allowance for
doubtful accounts should be created in the amount of $6,000 to reduce accounts receivable to
amount that GAC can actually expect to receive.
GAC uses the direct write-off method to account for bad debts. This method is not
allowed under GAAP (except in extremely rare circumstances) as it neither reports receivables at
net realizable value nor does it comply with the matching principle.
Since GAC now must report its financial statements to the bank in accordance with
GAAP, it must change to using the allowance method. This method achieves expense recognition
and lists receivables at net realizable value by estimating bad debts each period and then adjusting
this number at the end of each period. Instead of writing off unrealized accounts against
receivables as GAC currently does, under the allowance method GAC will now write off bad
debts against the allowance account. This prevents the write-off of individual bad debts from
affecting net income. It also complies with the standards set by GAAP for reporting receivables at
net realizable value. In the estimation of the allowance for doubtful accounts, attention is given to
the length of time it takes for receivables to be collected and how long receivables have been

41

outstanding. If it takes GAC more days to collect receivables in 2014 than it did in 2013, this
means that on average customers in 2014 are taking longer to pay their debts. To reflect this
slower and less reliable collection of receivables in 2014, the allowance for doubtful accounts
should be a larger percentage of the total accounts receivable.
GAC will need to use the allowance method to estimate and subsequently write off bad
debts. As stated above, the allowance method is more accurate at reporting receivables at their net
realizable value. For this reason, the allowance method is required by GAAP, whereas the direct
write-off method is generally unacceptable.
GAC should- and is now required by the bank to- use the allowance method to account
for bad debts. By creating an allowance for doubtful accounts contra-asset account, the accounts
receivable account will initially be stated lower than it was under the direct write-off method.
Assuming the estimation of bad debt expense used to determine the balance in allowance for
doubtful accounts was close to accurate, by the time all accounts receivable that were expected to
be collected have been collect the bad debt expense recognized should be similar under both the
allowance and direct write-off method. Where direct write-off method recognized the bad debt
expense throughout the year as the accounts were deemed to be uncollectible, the allowance
method recognized the entire amount of the bad debt expense (or a very similar estimate) all at
one time in the financial statements. So, under the direct write-off method, it can be assumed that
some of GAC’s uncollectible accounts were not written off until the following year. This means
that in the year of the sale, receivables were overstated and expenses understated. So, by the
allowance method recognizing the bad debt expense up front in the current year, it is likely that
the net receivables account will be lower and expenses slightly greater. This will reduce the assets
side of the balance sheet. The higher expense will result in a lower net income, so the equity
section of the balance sheet will also be reported lower. Liabilities would be unaffected by this
change. Lower assets and no change in liabilities would result in a lower current ratio (which is
current assets divided by current liabilities).
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GAC currently provides a full refund for any T-shirts retailers return by October 15. It
reports these sales returns when the merchandise is returned. While there is no specific GAAP
requirement that a company have a sales returns allowance account, in a situation where a
company expects to receive many returns, it is best to make an allowance contra-revenue account.
However, the method that GAC is currently using is acceptable under GAAP.
In 2014 a significant portion of the merchandise sold to retailers was damaged by the
warehouse leak. This has already resulted in the return of some of the T-shirts to GAC and it is
most likely that more than the usual percentage of the merchandise will be returned due to the
water stains. Nicki also noted that she had seen in several stores that her T-shirts had been
removed from the clearance sections and were being replaced by new fall clothing. This means
that GAC can expect to receive at least some T-shirts in time for the promised full refunds to the
customers. In order to prevent sales revenue taking a major hit in September and October from
returns, GAC should set up an allowance for sales returns account. This would estimate the
amount of sales revenue that Nicki expects to be lost upon the return of the damaged
merchandise. This would also report the revenue at a number closer to the expected end value.
If GAC is to set up an allowance for sales returns account to account for the greater
expected number of returns, a footnote disclosing the amount in the allowance account should be
listed in a footnote according to GAAP. GAAP also states that if there is considerable uncertainty
in the amount of sales returns a company will receive (perhaps due to the release of a new
product, a potentially obsolete product, or due to heightened competition), no sales revenue is to
be recognized until after the return window has closed. Once the right of customers to return the
product has passed, any collected revenue may be recognized. However, GAC’s operations may
not fall under this category. Since such a policy of delayed revenue recognition can have
detrimental effects on net income (until the passage of the return date), unless specifically
mandated to do so, it would not be in GAC’s best interest to switch to such a method of reporting
sales revenue.
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GAC should make an allowance for sales returns and disclose the estimated value for that
account in the footnotes of the financial statements. GAC should not consider the option where it
does not recognize any sales revenues until the option for customers to return has passed. For
CAG this would mean not recognizing any sales until after October 15th. Since the end of GAC’s
fiscal year is August 31, such an approach would leave GAC with no recognized revenue from
that year’s sales of T-shirts until after the end of the year which would have a terrible effect on
the financial statements. Sales returns also will increase the ending inventory- a current assetwhich would affect the current ratio. Since the main external user of the financial statements is
the bank, it is important that GAC’s statements accurately reflect the value of inventory.
Based on current operations and the situation with the T-shirts damaged by the
warehouse leak, GAC’s best option for this year is to prepare for a higher rate of sales returns
than in the past by creating an allowance for sales returns contra-revenue account. This will
present sales revenues for 2014 end-of-the-year financial statements (for the year ended August
31, 2014) at a more conservative and more accurate estimate. This will also prevent a higher
reduction of revenue in the beginning of the 2015 fiscal year (which will start September 1, 2014)
when many of the sales returns come in right before the return deadline of October 15.
Creating an allowance for sales returns contra-revenue account will lower the currently
listed sales revenue. Along with the estimate of sales returns, GAC should also anticipate the
reduction in cash that will occur when it has to pay back the customers for the T-shirts they are
returning. The reduction in revenue will lead to a lower net income on the income statement and
therefore a lower balance on the equity side of the balance sheet. The cash paid back to customers
will lower current assets on the balance sheet. The returns will not affect liabilities. Since current
assets will be lower and current liabilities will be unchanged, the current ratio will be smaller.
GAAP requires that companies list their inventory at lower of cost or market (LCM) in
the financial statements. GAC has been reporting its inventory at LCM using the weighted
average cost method. This is the method required by GAAP for recording receivables. GAC
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defines market value as the net realizable value for finished goods and replacement cost for raw
materials and goods in production. LCM uses the concept of conservatism to ensure that
companies do not overstate the value of their assets.
Since GAC sold damaged goods to some of its retailers, it would be considered
inappropriate for any of the damaged inventory that remains on the books to be listed at its full
original cost. The reduced utility of any of the damaged goods that are returned to GAC by
customers, as well as any damaged goods that were not sold, must be reflected in a devaluation of
the inventory on the balance sheet. This can be shown by crediting loss due to impairment of
inventory to reduce the debit balance in the inventory account. In her statement, Nicki reported
that half of the plain T-shirts in inventory were damaged to some degree by the water. The
balance sheet Note 3 shows $10,200 of plain shirts and inks in inventory. Assuming that a quarter
of this inventory is ink (which Nicki did not say was damaged by the water), that leaves $7,650 of
plain shirts in inventory. Half of the shirts were undamaged, so $3,825 of that inventory is
accurately recorded at cost. Since Nicki used the least damaged of the shirts to make graphic
shirts that were already sold, it can be assumed that the other $3,825 of plain shirts in inventory
have noticeable stains and will therefore be unusable in the future production of shirts. It is
unlikely that the water-damaged shirts will have any resale value. So, to be on the conservative
side, $3,825 should be removed from inventory and credited to loss due to impairment of
inventory by water damage.
It is still acceptable under GAAP for GAC to continue reporting inventory at LCM as it
has in the past. However, due to the water-damaged plain T-shirts still in storage, it would more
accurately reflect GAC’s inventory were it to reduce the value of these damaged goods in its
books. If the number of days to sell inventory went up in 2014 from 2013, this means that it is
taking GAC longer to turnover inventory and profit from shirt sales. This could be a reflection of
the change in customers that GAC experienced in 2014.
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If GAC continues to sell graphic T-shirts (or custom order shirts) that are printed on the
water-damaged shirts, then it will have to reduce the selling price of these shirts. For the shirts
that have already been sold to retailers, it is up to the retailers who are trying to resell the shirts
whether or not to reduce the selling price of the goods. The gross profit ratio in 2014 is 48.32
percent. This is down from GAC’s 2013 gross profit ratio of 52.35 percent. The 2014 ratio of
48.32 percent means that GAC making in profits about have of the revenue it brings in from
sales. This indicates that GAC is making in net sales revenue slightly less than twice what it cost
the company to produce the shirts. The fact that the ratio went down from 2013 to 2014 indicates
that either sales were slightly less profitable in 2014 or that costs to produce the shirts were
slightly higher.
Since Nicki stated that only plain T-shirts were damaged by the leak, it can be assumed
that the graphic T-shirts that remain in inventory were simply excess shirts that were not sold but
are undamaged. This inventory number will however quite likely go up in September and October
as customers return their unsold shirts for full refunds. In her statement, Nicki reported having
seen some of GAC’s graphic shirts being removed from clearance shelves and replaced by fall
clothes, it can be assumed that a material amount of these shirts will be returned by October 15th.
As of August 31, 2014, sales revenue for the year is $180,000. $10,000 of that is unearned
revenue from custom order that should be moved to the current liabilities section of the balance
sheet under unearned sales revenue. The other $170,000 can be assumed to be from the sale of
graphic shirts. Operating on the assumption that two percent of all graphic shirt sold will be
returned, by October 15th, 2014, the allowance for sales returns should reduce sales revenue by
$3,400. Based on the profit margin ratio, it is known that the cost to produce shirts is 51.68
percent of the price they are sold for. Therefore, if returns of $3,400 in sales revenue are
expected, the corresponding amount of inventory expected to be returned is $1,757.12 at cost.
However, this amount should not be added back to inventory until the shirts are received.
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GAC’s graphic shirt inventory will not change before August 31 when the financial
statements are made unless some of the graphic shirts are returned to GAC before that date.
Otherwise the inventory will not reflect these returns until the following fiscal year. The only
change to inventory for 2014 is the subtraction from plain shirt inventory for the loss of damaged
goods. Therefore, total current assets for 2014 will be lower than the current value on the income
statement. This will result in a lower current ratio for GAC.
If all of the changes proposed above were implemented, GAC’s current ratio would drop
below 1.0. The new total current assets balance on the balance sheet for August 31, 2014 would
be $51,195; the new total current liabilities balance would be $52,680. This results in a current
ratio of 0.97. Nicki would need to contribute $1,485 in order to increase current assets to return
to the point that GAC to a current ratio of exactly 1.0.
After implementing the above changes, Nicki should evaluate the new customers she
worked with in 2014 and consider discontinuing business with the customers that did not pay her.
She should also plan for the next year to release two designs for graphic T-shirts- one edgier
design to continue to appeal to her new customers and one more conservative design to please the
old customers that may have reduced their sales from GAC in 2014. Nicki should look into a
safer warehouse in which to keep her plain T-shirts, and she should consider the possibility of
keep fewer shirts in storage. This would not only reduce storage costs, but also lessen the risk of
materials sitting in storage being damaged before use. Finally, Nicki should continue to
implement her ideas into GAC in order to grow it into the retail business that reflects her goals as
a young designer and businesswoman.
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PLANES AND GARBAGE
SOLUTION
Part I: Planes
These companies could have many different reasons for depreciating their planes using
different useful lives. Some possible explanations are as follows: Recognizing more depreciation
expense early on (as Northwest did) by estimating a shorter useful life of equipment results in
higher expenses and lower net income for the first few years of ownership of the asset. This means
that that company has a lower taxable income for these years.
One company may use its plane much more often in the first few years than the other
companies. Therefore, it would make sense for that company to depreciate the plane more quickly
and lower the remaining book value of its plane more quickly. So, the differing methods of
depreciation could be reflections of the companies’ best efforts to reflect the true values of their
planes based on use.
The company that depreciates the plane the most quickly will have the lowest book value
of the plane if it sells it after only a few years of ownership of the plane (as all three companies did
in this scenario). Northwest had recognized the most depreciation expense on its plane at the time
of the sale. This means that when all three airlines sold their planes for the same price, Northwest
was the only company that got to recognize a gain since it had the lowest book value for its plane.
Sales price II makes the most sense since the manner in which a company chooses to
depreciate its asset may not reflect the true value of the plane based on its use. It is likely that these
planes have similar values after only four years of service, therefore it makes sense that the planes
be sold for the same prices.

48

Part II: Garbage Trucks
The highest-ranking officials in Waste Management were charged with managing the
earnings and financial statements of the company for at least five years. The charges against them
included making unsupported changes in depreciation estimates, failing to impair the value of land
used for waste, and improperly capitalizing expenses. Management extended the estimations of the
useful lives and increased the salvage values of the company’s trucks beyond supportable estimates.
This made the trucks worth increasingly more on the books the older they got. Management was
also charged with making other unsupported changes in depreciation estimates that likely followed
the same pattern of over-valuing the assets in Waste Management’s books.
The managers of Waste Management also allegedly managed the earnings of the company
to make personal profits and to elevate their social status among managers in similar professions.
The management received performance-based bonuses and extra retirement benefits based on the
apparent successful management of the Waste Management, so this supports the speculations that
the earnings management was done in order to personally profit.
Arthur Andersen was the main auditor of Waste Management, Inc. It signed off on Waste
Management’s financial reports that were materially false and misleading from 1992 through 1996.
Arthur Andersen issued clean opinions on these financial statements that clearly overstated Waste
Management’s pre-tax income. Andersen had to pay over $7M dollars in fines, which was the most
for a public accounting firm at the time. When Arthur Anderson was ultimately found not guilty, it
had already paid the fine in accordance with the settlement and the firm had dissolved.
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APPENDIX
6A-1. Plane Depreciation

PLANE DEPRECIATION
Airlines
Northwest
Book value on January 1, 2005
$
75M
Residual
$
4M
Depreciable amount
$
72M
Useful life
14.5 years
Annual depreciation
$
5M
Accumulated deprecitation on December 31, 2008 $ 20M
Book value on December 31, 2008
$ 55M
Sale price I
$ 55M
Gain (loss) on sale I
$ 0.34M
Sale price II
$ 60M
Gain (loss) on sale II
$
5M
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Delta
$ 75M
$
4M
$ 72M
20 years
$
4M
$ 14M
$ 61M
$ 60M
$ 0.75M
$ 60M
$ 0.75M

United
$ 75M
$
4M
$ 72M
27.5 years
$
3M
$ 10M
$ 61M
$ 65M
$
4M
$ 60M
$ 0.89M

CONSTRUCT CONTINGENCY
ABSTRACT
Construct, a construction materials manufacturing company, purchased a tract of property
in New York from BigMix, Inc. (a privately held manufacturer of concrete). To counterbalance
the inherent risk that comes with purchasing land, Construct required an indemnification
provision for potential environmental liabilities from BigMix as a part of the sales agreement.
This provision was to protect Construct from having to assume full responsibility and costs on
any environmental liabilities that may arise after the purchase of the land. The indemnification
agreement is a legally binding requirement that BigMix will in some capacity compensate
Construct for any such losses, as these liabilities may be the result of the way BigMix managed
the land during its time of ownership. In asset deals where the seller ends up as an entity with no
resources after the closing of the purchase agreement (as was the case in this situation since
BigMix declared reorganization bankruptcy the year after selling the land Construct), the buyer
can hold the selling company’s parent entity or controlling stockholders liable for
indemnification.
In some asset purchases, a portion of the purchase price will be placed in escrow if the
buyer is concerned that the seller may not follow through on its payments under the
indemnification provision. Since BigMix was a privately held manufacturer of a single product, it
would have been wise for Construct to create an escrow account on the purchase, as singlepurpose companies are often less likely to meet their indemnification obligations. However, since
Construct did not require that part of the purchase price be placed in an escrow account, it
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forfeited this simpler form of receiving money from BigMix to help cover environmental
liabilities. Indeed, when remediation action was required of Construct by the EPA for
environmental damages to the land, Construct had to file suit against BigMix’s former owners in
an attempt to obtain a settlement to help offset the costs of the administration and implementation
of the remediation plan. As it incurs a variety of costs and anticipates different liabilities,
Construct must be careful to abide by US GAAP when reporting the liabilities and contingent
gains/ losses relating to these environmental charges in its financial statements. The IFRS rules
and recommendations regarding these situations are also provided for comparison.

SOLUTION
In 2007, at the time of the purchase, should Construct record a liability for
environmental liabilities? If so, how much?
GAAP: No, Construct cannot estimate with any certainty whether or not it will even
incur an environmental liability in the future. It also cannot predict what amount such a liability
may be at this time; therefore, Construct should not record a liability for environmental liabilities.
Under U.S. GAAP (ASB 410-30-25-6) a company should only record a contingent liability when
it is probable that it will occur (which is true when a claim or assessment has been asserted or
litigation is taking place) and can be reasonably estimated. Since in 2007 Construct’s situation
meets neither of these two criteria, it should not report a liability for environmental liabilities.
IFRS: IFRS also requires the recording of environmental liabilities that are probable
(defined within IFRS as more than 50 percent likely) to occur. Since the likeliness of incurring a
liability is unknown at this point, Construct would not record a liability under IFRS.
In 2008, should the company record any liability due to BigMix filing for Chapter 11? If
so, how much?
Both U.S. GAAP and IFRS prohibit the recognition of liabilities for possible future
losses. Since BigMix declaring reorganization bankruptcy leaves Construct more vulnerable to
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future losses but does not actually expose it to a specific measurable loss, neither IFRS nor U.S.
GAAP require a liability entry. Since IFRS provides no specific guidance on how companies
should deal with assets previously owned by a company that files for Chapter 11, it can be
assumed that it is acceptable to make no entry for this event as there is no concrete liability
directly resulting from BigMix’s Chapter 11 bankruptcy filing.
According to U.S. GAAP, Chapter 11 bankruptcy is a reorganization action that allows
the business to continue operations; therefore, BigMix’s relations to Construct with respect to the
land should not be altered by BigMix’s bankruptcy filing. Since in 2008 there are no
environmental liabilities estimated to be incurred as a result of this file for bankruptcy, and there
is no definitive indication that BigMix will be unable to meet future obligations that may arise, no
liability entry should be made by Construct. The Codification subsection on the recognition of
loss contingencies (ASC 450-20-25-6) addresses how to handle new information received after
the date of the financial statements that relates to a loss contingency based on a new liability for
an asset purchased without insurance. This is the situation faced by Construct as it bought the
land from BigMix in 2007 without creating an escrow account from the purchase price and then
learned in 2008 that BigMix had filed under Chapter 11 for bankruptcy. Since that information
was unknown to Construct in 2007 when the purchase was made, it retroactively creates a loss
contingency that did not exist in that year’s financial statements. Paragraph ASB 450-20-25-6
states that in this situation where the entity that filed for bankruptcy has unguaranteed potential
debt owed to Construct, since the liability was not incurred in the year of purchase (2007), the
condition for accrual is not met and no entry is made for a liability in 2008 under U.S. GAAP.
In 2009, should the company record any liability for the potential environmental
liability? If so, how much?
IFRS defines provisions as estimated liabilities with increased uncertainty about the
timing and amount of the future expenses that will be required to meet the obligation. IFRS
provisions similarly to the way GAAP handles estimated liabilities. Environmental damages
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usually are classified as provisions under IFRS and may be reported as either current or noncurrent depending on the date of expected payment of the liability. Companies recognize the
expense and liability for a provision if the following three conditions are met: 1) the company
has a legal obligation because of past events 2) it is probable (greater than 50 percent) that the
company will have to give up assets to cover this obligation 3) a reliable estimate can be made of
the amount of the obligation. Unless all three conditions are met, no provision is recorded. In
2009 there is a 60 percent chance that the EPA will assess Construct penalties for land
contamination, and those penalties are expected to cost around $250,000 including legal fees.
IFRS recognizes that large or ongoing obligations may be difficult to accurately report in
advance, so the amount recorded for the provision should be the best estimate available at the
time the financial statements are released of the expected payment required to settle the
obligation. It is expected that the amount of the obligation be revised in subsequent years as
estimates change and become more finalized.
Under IFRS contingencies are something different and are often disclosed but not
reported as liabilities. Contrastingly, GAAP refers to contingent liabilities as liabilities that
depend on the occurrence of one or more future events to determine if the liability will occur and
in what amount. For liabilities that depend on a contingency, FASB assigned the terms probable,
reasonably possible, and remote to designate the likelihood of the contingency occurring and the
liability being incurred. According to ASB 450-20-25-2 if the future event is probable to occur
(51 percent or higher) and the dollar amount of the loss can be reasonably estimated, the liability
is recorded. Since the probability of the EPA assessing Construct penalties was reasonably
estimated at above 50 percent and an estimate of cost is available, both U.S. GAAP and IFRS
would require the report of this liability at its full estimated cost of $250,000.
In 2010, should the company record any liability for the potential environmental
remediation? If so, how much?
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Under IFRS, loss contingencies are not recognized in the financial statements if a reliable
estimate of the present obligation cannot be made, as is the case in 2010 for the actual cost of the
expected environmental remediation. Since the estimation of cost is the only of the three IFRS
requirements for a liability provision that is not met by this situation, this information would be
clearly disclosed in the notes. Since it is probable that this loss will be incurred, as soon as a
reasonable estimate can be made the remediation should be moved onto the balance sheet as a
provision (liability). With its current disclosure in the notes, the expected liability for
environmental remediation should include an estimate of its financial effect on the company (with
as much specificity as is possible for being unable to estimate an amount), an indication of the
uncertainties related to the amount and timing of the future payment(s), and the possibility of any
reimbursement (it would mention here the possibility of receiving some reimbursement from the
previous shareholders of BigMix though no estimate of probability or amount can be assessed
yet). Since the legal fees related to the remediation and the IFRS costs are probable, can be
reasonably estimated, and Construct is under a present obligation to pay them, it would record
these two provisions on the balance sheet in the amounts of $100,000 and $400,000 respectively.
According to GAAP, the two provisions for charging an estimated loss to net incomethat the outcome be probable and that the amount can be reasonably estimated-are both met by
the $100,000 legal fees related to administering the remedial action and the $300,000 estimated
cost for completing the RI/FS. Therefore, these two losses would be recorded and recognized on
the financial statements. The total cost for the actual remedial effort was unable to be estimated at
the time, so it would not be recorded in the 2010 financial statements as a liability. Instead, it
would be listed in the notes to the financial statements and then moved onto the balance sheet in
the following year when an estimate becomes available. In ASB 410-30-25-11 it is stated that the
responsible parties will likely be unable to estimate the total costs associated with remediating the
land, so while Construct cannot immediate record that liability, it should recognize the estimated
cost of the RI/FS as soon as it is able to.
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In 2011, should the company record any additional liability for the potential
environmental remediation?
Under both IFRS and U.S. GAAP, Construct should create a liability for the remediation
effort in the amount of $1.5M as this event is virtually certain to occur and has a reasonable
estimation. U.S. GAAP further specifies that the environmental remediation cost (when it is
incurred) should be classified as an operating expense. IFRS has no equivalent specification of
how to classify this expense, although it could certainly be handled in the same manner under
both IFRS and U.S. GAAP. Under IFRS and GAAP, Construct must update the liability in future
periods’ financial statements (if the estimated cost of the liability goes up) in order to keep the
liability on the books listed at the most accurate and conservative estimation. Specific to U.S.
GAAP, ASB 410-30-30-1 states that since environmental remediation liabilities are not easily
quantified in the early stages of the process, the recorded liability should be based on the
responsible entity’s best estimate of its total share of the remediation liability. In estimating its
allocable share, GAAP requires in this situation that Construct identify the responsible parties
named by the EPA, assess the likelihood that each of these parties will pay its share of the
remediation liability costs, and determine the percentage of the liability its expects to have to pay.
In 2011 Construct has no specific information regarding the possibility of obtaining any money in
settlement of its claim against BigMix’s former shareholders, so the full $1.5M estimated cost
should be recorded by Construct as a remediation liability.
In 2012, should the company record any gain contingency/contingent asset for the
potential settlement?
GAAP: Yes. Under U.S. GAAP a reimbursement for an environmental obligation is
recognized as soon as it seems probable that the reimbursement will take place. This is different
to the usual handling of gain contingencies under GAAP and is specific to gain contingencies
related to reimbursements for costs incurred related to environmental remediation.
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IFRS: IFRS differs from GAAP in that it only permits the reporting of a gain from
reimbursement on costs related to environmental remediation when it is virtually certain that the
company will receive the reimbursement. This would be considered a contingent asset as it is a
possible reimbursement whose existence will be confirmed by the occurrence of an uncertain
future event not completely within control of the company (in this case the court case/ legal
settlings that will determine the reimbursement settlement). A virtually certain outcome is
generally interpreted as a probability of 90 percent or more likely to occur (at this point it would
switch from being recognized as a contingent asset to an asset and would be listed as such on the
financial statements). Since the likeliness of receiving the reimbursement from BigMix’s former
shareholders is only 75 percent, or probable, the information would be disclosed in the notes to
the financial statements and would include the nature and estimated financial effects of the
potential future asset (so the predicted $1M reimbursement value would be disclosed in the
notes). Since Construct cannot at this point assert with certainty that it will receive the $1M from
BigMix’s former shareholders, it should not recognize the gain under IFRS.
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RITE AID CORPORATION
ABSTRACT
Rite Aid Corporation is a large retail pharmacy that is almost entirely dependent on
income from its subsidiary companies to pay its interest and notes. These subsidiary companies
also guarantee the credit facility and long-term secured notes for Rite Aid Corporation. This debt
is back by collateral consisting of the inventory, accounts receivable, and prescription files of the
subsidiary guarantors. Rite Aid also is financed by convertible and unsecured bonds which are
riskier methods of debt financing both for the company issuing and purchasing the debt. Since
different subsidiaries are backing different debt agreements, Rite Aid has multiple interest rates
and long-term notes agreements reflecting each subsidiary company’s ability to guarantee debt.
Rite Aid recently repurchased its own notes on the open market for less than face value.
This was possible because the market interest at the time of the repurchase was higher than the
coupon interest rate on the notes. While this action resulted in an immediate cash gain for Rite
Aid, it reflected the corporation’s low credit rate which may have deteriorated further in response
to this repurchase. Rite Aid was less stable and significantly more leveraged than the average
company in its industry at the time. Rite Aid Corporation compared poorly to its average
competitors, with a vulnerable ability to meet current financial obligations and daunting amounts
of long-term debt. Should the interest rates of any of Rite Aid’s larger notes payable increase, it
would not likely be able to meet all scheduled interest payments without falling back on its
subsidiary guarantors. It is also very dependent on its creditors to sustain its assets, and it appears
currently unable to cover any monetary demands outside of its regular interest expenses.
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SOLUTION
Secured debt is backed by some form of collateral; unsecured debt is not. Since Rite Aid
Corporation is a holding company with no direct operations of its own, it is almost completely
dependent on dividends, distributions, and other forms of payment from its wholly-owned
subsidiary companies to pay its interest and notes. The subsidiary companies also guarantee the
obligations under the senior secured credit facility and act as guarantors for Rite Aid’s senior
secured notes. This debt is back by collateral consisting of the inventory, accounts receivable, ad
prescription files of the subsidiary guarantors. Rite Aid should note that the unsecured bonds are
riskier than the collateral-back secured debt, which is why it had to distinguish between the two
types of debt in the financial statements.
When debt is guaranteed, it means that another company or companies- in this case Rite
Aid’s wholly-owned subsidiary companies- ensure(s) that company issuing the debt will pay
interest and eventually the principle amount of the loan or bond. Sometimes specific collateral is
used to guarantee the debt in the case of the company issuing the debt failing to make its payments.
“Senior” refers to the primary debt, or the first debt that needs to be paid. “Fixed-rate” is
the decided-upon interest rate that the company must pay on its debt. “Convertible” refers to the
ability of the issuer of the debt to be able to convert bonds into other types of securities, such as
common stock, of that corporation within a certain time period after issuing the bond.
Rite Aid should have different rates of interest for different debts since there is a different
risk level involved with each agreement. For example, unsecured debt will have a higher interest
rate than secured debt as it is riskier. If different subsidiary companies under Rite Aid Corporation
are backing different debt agreements, these companies will each have differing abilities to
guarantee the debt which will be reflected in different interest and payment options.
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On February 27, 2010 Rite Aid has $6,370,8996 in total debt. $51,502 of this debt is due
within the coming fiscal year. The total debt reported in note 11 is the sum of the current maturities
of long-term debt and lease financing obligations ($51,502); long-term debt, less current maturities
($6,185,633); and lease financing obligations, less current maturities ($133,764).
The face value of the 7.5 percent senior secured notes due March 2017 is $500,000. This
is known because the carrying value of these notes is equal to the face value of the notes consistently
over several years, indicating that the notes were issued at par with no premium or discount.
The face value of the 9.4 percent senior notes due December 2015 is $410,000. The
carrying value is $405,951. These are two different values because the discount on the bond is
amortized by a different amount each year. This means that the effective interest method is used to
amortize the notes. Rite Aid paid $38,438 in annual cash interest. This is 9.4 percent of the $410,000
face value of the note. The total interest expense is the sum of the cash interest paid ($38,438) plus
the amount the discount was amortized that year which is $705 ($4,754-$4,049). The sum of these
two values (S38,438 + $705) is the total interest expense which is $39,143.
The total rate of interest is equal to the interest expense for fiscal year 2009 divided by the
carrying value of the notes at beginning of fiscal year 2009 (end of fiscal year 2008).
$39,143/$405,246=9.66 percent interest recorded. The effective annual interest rate of the notes
was 10.12 percent. The net book value of the notes on Feb 27, 2010 is equal to the present value of
the notes when they were issued ($402,620) plus the discount that was amortized for 8/12 months
($517). This equals a net book value of $403,137.
Under the straight-line method, the interest rate of the notes changes every year- seen in
the “Straight-line interest rate” column. The effective interest rate method offers a decreasingly
lower interest rate for the first four years (mid-2010 through mid-2014). It then switches to offering
an increasingly higher interest rate than the straight-line method for the remaining three years.

6

all numbers in this case (including those in the appendix) are listed in thousands
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However, even in the year with the greatest difference in interest rates, this different was only $328
out of the total annual interest (using the effective interest method) of $41,357, or 0.79 percent of
the total. This difference is not considered material, nor are any of the other annual differences in
interest rates material when compared to the total annual interest. This insignificant difference may
have contributed to Rite Aid Corporation’s decision to use the straight-line method for calculating
interest expense despite the U.S. GAAP requirement that companies report interest using the
effective interest rate method.
Rite Aid did not have to pay the face value of the notes to repurchase them on the open
market because the notes no longer had a market value equivalent to face value. This usually occurs
as a result of a change in interest rate or a change in the risk of the company that issued the notes.
In this case, the market interest at the time of the repurchase was higher than the coupon interest
rate on the notes, and the risk related to Rite Aid went up. While the repurchase of its own notes
resulted in an immediate cash gain for Rite Aid, it was a bad sign about the state of the corporation.
Rite Aid’s credit rate may have deteriorated due to this repurchase, especially if it was motivated
by a need for positive cash flows in order to appear that the company is making money.
The market rate of interest at the time these notes were repurchased was 9.73 percent higher
than the 9.5 percent coupon rate on the notes. The market rate at the issuance of the notes payable
must also have been higher than the face rate since the note was issued at a discount. Usually (using
the effective interest rate method) the annual discount amortization increases each year. This occurs
when the market rate stays steady- as the carrying amount of the note increases each year, the
discount amortization grows. In the case of Rite Aid’s 9.5 percent senior notes however, the
discount amortization goes down from fiscal year 2009 to fiscal year 2010. This indicates that the
market interest rate at the time the notes were issued must have been slightly higher than the 9.73
percent interest rate from when the notes were repurchased.
A convertible bond or note is one that can be changed into a different form of securityusually cash or the equivalent fair value in common shares- from the issuing company for a

61

specified time after its issuance. A firm might issue a convertible note if it has substandard credit
and is seeking a lower interest rate than it can get for secured debt or even guaranteed unsecured
debt options. Indeed, the 8.5 percent face rate of the convertible bond is lower than any of its
secured or guaranteed unsecured notes. As long as the notes are converted to equity at a slow
enough rate that the stock of the company (and thereby earnings per share) is not diluted, the issuing
company reduces the cost of debt financing.
Investors may be interested in purchasing convertible notes as some of the companies with
low credit ratings offer great potential to grow. This makes the conversion of the company’s notes
into stock an attractive option to investors. If the stock of the issuing company increases in value,
the notes can be converted into the more valuable stock resulting in a benefit for the investors.
With Rite Aid Corporation’s common stock at a par value of $1 per share, if all $158,000
of the notes were converted to 158,000 shares of stock, this would greatly dilute Rite Aid’s stock
as there are currently only 886,113 shares of common stock outstanding. This exchange would
lower liabilities and increase equities, so the overall effect on that side of the balance sheet would
be minimal. However, the dilution of the common stock would most likely have a similar diluting
effect on the EPS of Rite Aid Corporation’s common stock. This would clearly be an undesired
outcome from debt financing as a diluted EPS may lead to fewer future investments.
Based on the information in this chart, credit analysts should be quite weary of Rite Aid’s
financial stability. The 121 percent and 114 percent common-size debt ratios reported in fiscal year
2009 (FY2009) and fiscal year 2008 (FY2008) respectively, show that Rite Aid is extremely
leveraged. While the industry average comes in at 44 percent- indicating that less than half of an
average company’s assets are leveraged by its creditors- Rite Aid has a total debt that is greater
than the book value of its total assets. This means that Rite Aid Corporation is fully dependent on
the funding from its creditors in order to maintain its assets. The debt to assets ratio also indicates
that a very high percentage of Rite Aid’s assets (77 percent in FY2009 and 70 percent in FY2008)
are financed by long-term debt. This shows that the common-size debt will likely stay in
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percentages above 100, at least for the next few years, as these long-term notes payable and bonds
are slow to mature. The proportion of currently maturing debt (principle due within one year) is
abysmally low for Rite Aid Corporation. In both fiscal years 2008 and 2009 this proportion was
under one percent compared to an industry average of six percent. These factors should turn away
investors looking for a stable and self-sufficient company from investing in Rite Aid Corporation.
The very low solvency and the extreme degree to which Rite Aid is leveraged in the given
years show that it is far behind its competitors and has few prospects of catching up soon. The fact
that Rite Aid went from a negative times-interest-earned ratio in FY2008 to at least breaking even
in FY2009 is a sign of progress. However, having the ability to barely cover interest payments with
almost no extra income for other expenditures reflects poorly on Rite Aid Corporation’s ability not
only to make short term payments, but especially to pay any of its larger, long-term notes and bonds
that will be due in the next few years.
It is clear that Rite Aid Corporation was in a significantly less promising and reliable state
than the average company in its industry in FY2008 and FY2009. The credit ratings of the
competitors used to calculate the industry average ratios ranged from BBB+ to A+ for FY2009,
signaling a strong-to-adequate capacity to meet financial commitments. Rite Aid had nowhere near
the numbers of the industry average for any of the ratios, indicating at best a very vulnerable ability
to meet current financial obligations. Should the interest rates of any of Rite Aid’s larger notes
payable increase, it would not likely be able to meet all scheduled interest payments without falling
back on its subsidiary guarantors. It is also very dependent on its creditors to sustain its assets, and
it appears currently unable to cover any monetary demands outside of its regular interest expenses.
For these reasons, I would provide Rite Aid with a credit rating of C for fiscal year 2009.
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APPENDIX
8A-1. Rite Aid Journal Entries for Issue of Notes, Annual Interest Expense, and Note Maturation
Cash

$500,000

Notes Payable
Interest Expense
Cash
Notes Payable
Cash

$500,000
$37,500
$37,500
$500,000
$500,000

8A-2. Rite Aid Journal Entry to Record Interest Expense for FY2009
Interest Expense
Discount on Notes Payable
Cash

$39,143
$705
$38,438

8A-3. Rite Aid Journal Entry for Issue of Discounted Notes Payable
Cash
Discount on Notes Payable
Notes Payable

$402,620
$7,380
$410,000

8A-4. Rite Aid Amortization Schedule- Effective Interest Rate

RITE AID
AMORTIZATION SCHEDULE- EFFECTIVE INTEREST RATE METHOD
Date
30-Jun-09
30-Jun-10
30-Jun-11
30-Jun-12
30-Jun-13
30-Jun-14
30-Jun-15
30-Jun-16

Interest Payment
$
$
39,975
$
39,975
$
39,975
$
39,975
$
39,975
$
39,975
$
39,975

Interest Expense
$
$
40,750
$
40,828
$
40,915
$
41,010
$
41,115
$
41,230
$
41,357

64

Discount
Net Book
Effective
Amortization Value of Debt Interest Rate
$
$
402,620
10.12%
$
775 $
403,395
10.12%
$
853 $
404,248
10.12%
$
940 $
405,188
10.12%
$
1,035 $
406,223
10.12%
$
1,140 $
407,363
10.12%
$
1,255 $
408,618
10.12%
$
1,382 $
410,000
10.12%

8A-5. Rite Aid Journal Entry February 27, 2010 to Accrue Interest Expense
Interest Expense
Interest Payable
Discount

$27,167
$26,650
$517

8A-6. Rite Aid Amortization Schedule- Straight-Line Interest Rate

RITE AID
AMORTIZATION SCHEDULE- STRAIGHT-LINE INTEREST RATE METHOD
Date
30-Jun-09
30-Jun-10
30-Jun-11
30-Jun-12
30-Jun-13
30-Jun-14
30-Jun-15
30-Jun-16

Interest Payment Interest Expense
$
$
39,975 $
41,029
$
39,975 $
41,029
$
39,975 $
41,029
$
39,975 $
41,029
$
39,975 $
41,029
$
39,975 $
41,029
$
39,975 $
41,029

Discount
Amortization
$
$
1,054
$
1,054
$
1,054
$
1,054
$
1,054
$
1,054
$
1,054

Net Book
Straight-Line
Value of Debt Interest Rate
$
402,620
10.12%
$
403,674
10.19%
$
404,729
10.40%
$
405,783
10.14%
$
406,837
10.11%
$
407,891
10.08%
$
408,946
10.06%
$
410,000
10.03%

8A-7. Rite Aid Annual Interest Expense Comparison

RITE AID
Annual Interest Expense Comparison
Date
30-Jun-09
30-Jun-10
30-Jun-11
30-Jun-12
30-Jun-13
30-Jun-14
30-Jun-15
30-Jun-16

Effective Interest
Rate Method
$
$
40,750
$
40,828
$
40,915
$
41,010
$
41,115
$
41,230
$
41,357

Straight-Line
Method
$
$
41,029
$
41,029
$
41,029
$
41,029
$
41,029
$
41,029
$
41,029
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Difference
Difference/Total
(Effective - SL)
Interest Expense
$
$
(279)
-0.69%
$
(201)
-0.49%
$
(114)
-0.28%
$
(19)
-0.05%
$
85
0.21%
$
201
0.49%
$
328
0.79%

8A-8. Rite Aid Journal Entry for the Repurchase of Notes
Notes Payable
Discount on N/P
Cash
Gain

$810,000
$8,481
$797,769
$3,750

8A-9. Rite Aid Notes Repurchase Amortization Schedule
RITE AID
NOTES REPURCHASE AMORTIZATION SCHEDULE (to find change in interest rate)
Date
28-Feb-09
27-Feb-10
28-Feb-11

Interest Payment* Interest Expense
$
76,950 unk
$
76,950 $
78,251
$
76,950 $
77,900
*$76,950 = 9.5% x $810,000
**9.79% = $78,251 / $799,268
**9.73% = $77,900 / $800,569

Discount
Net Book
Straight-Line
Amortization Value of Debt Interest Rate**
unk
$
799,268
$
1,301 $
800,569
9.79%
$
950 $
801,519
9.73%

Unamortized
Discount
$
10,732
$
9,431
$
8,481

8A-10. Rite Aid Financial Ratios Analysis
RITE AID
FINANCIAL RATIO ANALYSIS
Ratio

Definition

Calculations
FY 2009

Common-size debt
Common-size interest
expense
Debt to assets
Long-term debt to
equity
Proportion of long-term
debt due in one year
Times-interest-earned
(interest coverage)
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FY 2008

Industry
Average

120.79%

114.41%

43.83%

2.01%

1.82%

0.35%

76.84%

69.67%

14.41%

-3.70

-4.84

0.26

0.83%

0.70%

6.11%

0.07x

-4.41x

33.44x

FY 2009

Calculations
FY 2009

MERCK & GLAXOSMITHKLINE
ABSTRACT
Merck & Co. and GlaxoSmithKline (GSK) are two pharmaceutical companies that use
different practices for recording and reporting their equity accounts, specifically treasury stock.
Since Merck & Co. is an American company, it is held to U.S. GAAP accounting standards; GSK
is headquartered in London, therefore it goes by IFRS rules. One of the main differences in
financial statements is that Merck has a statement of stockholder’s equity that summarizes the
changes in equity that have taken place over the course of the year to reflect total changes in
equity. GSK is not required to produce such a statement at year-end, so instead it details these
changes in a note to the financial statements.
The two companies also use different language to describe their premium stock shares
and the agreements defining what the ownership of preferred stock means for each company.
Merck uses the cost method to account for treasury stock, as is required by U.S. GAAP. This is
evidenced by its reporting of treasury stock on the balance sheet as a deduction from
stockholder’s equity at the bottom of the section after contributed capital and retained earnings
have already been totaled. GSK does not have the equity section of its balance sheet written out
this way (and it is not required to by IFRS). GSK has many more shares of stock outstanding
which makes a few of its dividend-related ratios- namely dividends per share, dividend yield, and
dividend payout- significantly lower than Merck’s as each share is allocated less of the net
income, declared dividends, etc. Despite these lower ratios, the dividends to total assets and
dividends to cash flows for the two companies are similar, indicating that it is both paying out
dividends to its shareholders at a similar rate compared to the cash it is bringing in.
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SOLUTION
Considering Merck’s common shares, there is authorization to issue 5.4 million common
shares, at one cent par value. At December 31, 2007 Merck has actually issued 2,983,508,675
common shares. The dollar value of common stock reported on the balance sheet is $29.8M. Each
of the common shares was issued at one cent par value each which results in a common stock value
of $29,835,0877 or $29.8M rounded.
At December 31, 2007, Merck & Co. have 811,005,791 common shares in treasury stock.
There are 2,172,502,884 shares of common stock outstanding (2,983,508,675 issued less the
811,005,791 common shares in treasury stock). There are 2,172,502,884 shares of common stock
outstanding, each with a value of $58 on the stock market on December 31, 2007. This means that
the total market capitalization for Merck on that day is $125,157M.
Considering GlaxoSmithKline’s ordinary shares, there is authorization to issue 10 million
shares of ordinary shares (referred to as “share capital” in the GSK Annual Report). At December
31, 2007, GSK has actually issued 6,012,587,026 ordinary shares. There are 5,373,862,962
ordinary shares in free issue at December 31, 2007. At December 31, 2007 there are 504,194,158
shares held as Treasury shares.
“Share capital” is the term used for common stock shares on GSK’s balance sheet. “Share
premium” is the account for premium, or non-ownership shares of stock. These are kept in separate
columns as the ordinary shares of common stock receive dividends according to different measures
than the premium shares account. Merck calls its equivalent to GSK’s “share capital” common
stock, in accordance with U.S. GAAP. Merck includes the values pertaining to its restricted stock
shares, which would include the kind of stock GSK refers to as premium shares, under “Other paidin capital” as a separate part of Stockholders’ Equity.
Companies pay dividends on ordinary shares to reward current investors as well as to
attract future investors. Paying back common shareholders dividends on stock makes corporate
ownership of that company more enticing to investors hoping to earn a return on investment. After
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the date of record (in which the company finalizes which stockholders will receive the dividend),
the share price of the company’s stock is reduced by the amount of the dividend that was declared.
This occurs on what is called the “ex-dividend date” so that the share price for any common stock
purchased immediately after reflects the fact that a dividend will not be received.
Companies often repurchase their own stock when they feel that it is being undervalued on
the market. They will repurchase the stock at the current low price with intentions of reselling the
stock at a higher price when the value of the stock rises. By purchasing its own stock, a company
can also create an artificial demand in the market for that stock. If this is successful, it can lead to
an increase in purchases of the company’s stock (by other people) at this higher price. A company
may also buy back a specific amount of its own stock in order to hold at least 50 percent ownership
of its company to ward of takeover attempts limit the influence of individual stockholders.
Purchasing treasury stock can also elevate the earnings per share (EPS) and return on equity (ROE)
of a company by reducing the number of stock shares outstanding. With a lower number in the
denominator, net income divided by common stock shares outstanding will equal a higher dollar
value for EPS. Higher EPS and ROE numbers are generally taken as a positive sign by investors
since they reflect a company’s ability to earn profit from capital and pay dividends to stockholders.
Another reason a company may purchase treasury stock would be to fulfill employee stock
compensation plans.
The credit to cash reflects the dividends paid out to shareholders. The $3.4M discrepancy
between the original reduction of retained earnings by the dividends declared ($3,310.7M) and cash
dividends paid to stockholders ($3,307.3M) may be attributable to the exchange of common shares
of stock in between the date that dividends were declared and the date of record. It is possible that
the stock exchanges that took place in lag between these two dates resulted in a slightly lower value
of dividends that needed to be paid stockholders on the date of payment of the cash dividends.
Under IFRS interim dividends are only recognized in the financial statements when paid
and not when declared. GSK pays a dividend to common shareholders two quarters after the quarter

69

to which it relates and one quarter after it is declared. Therefore, the £2,793M of cash dividends
shown in the 2007 Consolidated cash flow statement recognizes dividends paid in the third and
fourth interim of 2006 (£671M and £785M respectively) and the first and second interims dividends
for 2007 (£670M and £667M respectively). These four interim dividends add up to £2,793M, as
reported in the financial statements. The Total dividends declared of £2,905M for 2007 shown in
Note 16 are the total of the first, second, third, and fourth interim dividends for the year 2007.
Merck accounts for its treasury stock transaction in a separate table in Note 11 to the
financial statements. This table shows the balance of treasury stocks (both in number of shares and
in total cost) held at the beginning and end of the year. It also reports the purchases and issuances
of treasury stocks that took place during the year. Merck uses the cost method to account for
treasury stock. This is evidenced by the reporting of treasury stock on the balance sheet as a
deduction from stockholder’s equity at the bottom of the section- after contributed capital and
retained earnings have already been totaled. Since Merck uses the cost method, this means in its
journal entries it debits treasury stock at cost (which is the repurchase price) and makes any further
entries reporting the stock at the same original repurchase cost.
Merck repurchased 26,500,000 shares of its own stock on the market in 2007. Merck paid
$1,429.7M in total to repurchase this stock. This is an average cost of $54 per share. This represents
an outflow of cash as Merck is paying to repurchase its own shares of stock. Merck discloses its
treasury stock as a contra-equity account, and not an asset account, because that is the standard
required by U.S. GAAP for reporting treasury stock. This is because this transaction is an exchange
of cash for equity that will show up as an increase in the owner’s capital held by the company. To
avoid double counting the value of the stock, treasury stock should only be reported under the
equity section of the balance sheet and not as an asset.
GSK repurchased 285,034,000 shares in 2007 under the share buy-back program. Of these,
269,000,000 were held in treasury, and the remaining shares were cancelled. The company paid an
average of £13.09 per share purchased in 2007. The Movements in equity chart in Note 34 to GSK’s
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financial statements is comparable to a statement of stockholder’s equity that is a required financial
statement under U.S. GAAP. The journal entry made by GSK to repurchase treasury stock is the
same entry that would be made for the repurchase of treasury stock under U.S. GAAP.
Merck’s dividend-related ratios show general improvement from 2006 to 2007 with only a
few exceptions. The actual dollar amount of dividends paid was higher in 2006 than in 2007 by
about $15M. However, there were nearly five million more shares outstanding in 2007. This
resulted in a dividends-per-share ratio that was very similar for both years. Since net income was
also significantly higher in 2006, dividend payout (dividends to net income) was much lower in
2006. This was the only really significant change in the ratios from 2006 to 2007 for Merck.
Compared to GSK, Merck (in 2007) had much higher dividend ratios across the board. Merck had
triple the dividends per share, although this is more a reflection on the greater number of GSK
shares outstanding than a difference in dividends paid. The dividends to total assets and dividends
to operating cash flows were similar to the two companies in 2007. The dividend payout of Merck
was over double that of GSK in 2007; this is attributable to GSK’s larger net income in the
denominator of that ratio.
FMR LLC held 4.75 percent (103,253,386/2,172,502,884) of Merck’s outstanding shares
at the end of 2007. FMR would have to purchase an additional 27,096,787 shares of common stock
to own 6 percent of Merck’s outstanding stock. Merck would make no entry for this transaction if
FMR bought these shares on the open market from any source other than Merck’s own treasury
stock. If Merck’s Board of Directors sought to have FMR own 6 percent of shares without having
to purchase any additional stock, Merck would have to repurchase 451,613,117 shares of its own
stock. This would result in a total number of outstanding stock of 1,720,889,767-of which FMR’s
103,253,386 shares would be 6 percent.
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APPENDIX
9A-1. Merck Journal Entries for 2007 Common Dividend Activity
Merck's common dividend activity for 2007 (in '000s)
Retained Earnings
Dividends Payable
Dividends Payable
Cash
Retained Earnings

$3,310,700
$3,310,700
$3,310,700
$3,307,300
$3,400

9A-2. GSK Journal Entries for Paying Dividends to Shareholders
GSK's ordinary dividend activity for 2007 (in '000s)
Retained Earnings
Dividends Payable
Dividends Payable
Cash

£2,793,000
£2,793,000
£2,793,000
£2,793,000

9A-3. Merck Journal Entry for Purchase of Treasury Stock
Treasury Stock
Cash

$25,683M
$25,683M

9A-4. GSK Journal Entry for Purchase of Treasury Stock
Treasury Stock
Cash

£3,537M
£3,537M

9A-5. Merck and GSK Shareholder Equity Information and Ratios
Merck ($)
2007
Dividends paid

$

GSK ( £)
2006

2007

3,307M $

3,323M £

2,173M
Shares outstanding
Net income
Total assets
Operating cash flows
Year-end stock price
Dividends per share
Dividend yield
Dividend payout
Dividends to total assets
Dividends to operating cash flows

2,168M

(2,984M issued811M in T/S)
$
$
$
$
$
$
$
$
$

5,508M

(2,976M issued808M in T/S)
3,275M
48,351M
6,999M
57.61
1.52
0.03
1.01
0.07
0.47
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2,793M

$
$
$
$
$
$
$
$
$

4,434M
44,570M
6,765M
41.94
1.53
0.04
0.75
0.07
0.49

(6,013M issued504M in T/S)
£
£
£
£
£
£
£
£
£

6,134M
31,003M
6,161M
97.39
0.51
0.01
0.46
0.09
0.45

STATE STREET CORPORATION
ABSTRACT
State Street Corporation is a financial holding company that serves institutional investors
through its Investment Services and Investment Management lines of business. State Street
Corporation and its subsidiaries follow U.S. GAAP in the consolidated financial statements and
reports. Due to the split nature of State Street’s business (because of its two lines of business), this
company has purchased several different kinds of investment securities according to the differing
intents of the management. It actively buys and sells trading securities (which can be either debt or
equity) with the expectation of selling them in the near future to make quick profits. These securities
are kept on the books at fair market value. Any adjustments are recorded on the income statement
as unrealized holding gains/losses.
State Street also purchases available-for-sale securities which it holds for an open-ended
time period. It sells these in response to certain market changes, such as changes in interest rates or
prepayment risks, that will result in gains for the company. These securities are also recorded at
fair market value in the books; however, the unrealized holding gains/losses that correspond to the
fair value adjustments show up as other comprehensive income, not on the income statement. The
final kind of securities State Street holds are held-to-maturity securities. As the name implies, these
securities are bought with the intention that they will remain on the company’s books until maturity.
Securities held to maturity are kept on the books at purchase price, however in accordance with
GAAP, the fair value of these securities are recorded in the notes to the financial statements at each
year-end. The different methods of recording and adjusting State Street’s varying kinds of securities
and the corresponding effects on the financial statements are explored and analyzed below.
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SOLUTION
Trading securities are debt securities that companies invest in with the intentions of selling
them in the near future to generate income from increases in the short-term value of the securities.
A company would record $1 of interest received from trading securities as a credit to interest
revenue and a debit to cash.
If the market value of trading securities increased by $1 during the reporting period, the
company would record this gain as an unrealized holding gain and adjust the fair value of the asset.
Available-for-sale (AFS) securities are debt securities that a company keeps on its books at fair
market value, so they are recorded at the value closest to the one at which they will be sold. The
unrealized holding gain will fall under “Other comprehensive income” on the statement of
comprehensive income.
HTM securities are debt securities that are intended to be held by the issuing company until
their maturity dates. Equity securities are never listed as HTM securities because equity securities
are generally convertible in nature, and therefore are not certain to be held until they mature. No
entry would be made. HTM securities are left on the books are their historical value; however, the
market values of such securities are required to be disclosed in the notes.
The “Trading account assets” account on State Street’s balance sheet has a balance of
$637M on December 31, 2012. The market value of these securities can be assumed to be the same.
If the fair value of these securities had changed, a fair value adjustment entry would have been
made to update the book value before it was reported on the balance sheet. The paired unrealized
holding gain will show up on the income statement under “Gains (losses) related to investment
securities.”
The “Investment securities held to maturity” account on State Street’s balance sheet and
related disclosures in Note 4 has a 2012 year-end balance in the balance sheet account of $11,379M.
The market value of the securities in this account is $11,661M. The amortized cost of the held to
maturity securities on the books is $11,379M. This represents the purchase price of the securities
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less the amortized discount. “Amortized cost” starts as the price paid for the securities (which is
the starting carrying value of the securities on the books). The amortized cost/ carrying value of the
securities on the books converges over time toward the face value of the securities as the
discount/premium is amortized.
The difference of $282M between the market value and the amortized cost of the securities
represents the unamortized discount. The difference between 2011 ($41M) and 2012 ($282M) in
the amount of discount amortized shows that the market rate of interest must have decreased over
the two years since a much larger amount of discount was amortized in 2012.
The “Investment securities available for sale” account on State Street’s balance sheet and
related disclosures in Note 4 has a year-end balance of $109,682M. This represents the fair market
value of these securities on the date of the statements since available-for-sale securities are required
by GAAP to be recorded at fair value. The amount of net unrealized gains on available-for-sales
securities at December 31, 2012 is $2,001M less $882M. This gives a net gain of $1,119M.
The amount of net realized gains from the sale of available-for-sale securities is $101M in
gross realized gains less the $46M in gross realized losses, for a net gain of $55M. This net gain
will result in positive cash flows as well as a gain under “Other comprehensive income” that will
increase the total comprehensive income.
The statement of cash flow “Investing activities” section relates to available-for-sale
securities. The original cost of the available-for-sale securities sold during 2012 is $5,411M- the
credit to Debt Investments that shows the amount of securities taken off the books in 2012. The fair
value adjustment for available-for-sale securities still on hand at year-end of 2012 is a $1,367M
unrealized holding gain on equity. An adjusting entry would be made to bring the available-forsale securities account book value to fair market value. This gain does not affect State Street’s cash
flows since it has not sold these investments yet. This gain will only affect income and increase
future cash flows when these securities are sold.
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APPENDIX
10A-1. State Street Journal Entry for Interest Received from HTM Securities
Cash

$1
Interest Revenue

$1

10A-2. State Street Journal Entry for an Increase in Market Value of HTM Securities
Fair Value Adjustment (Trading Security)
Unrealized Holding Gain/Loss- Income

$1
$1

10A-3. State Street Journal Entry for Interest Received from AFS Securities
Cash

$1
Interest Revenue

$1

10A-4. State Street Journal Entry for an Increase in Market Value of AFS Securities
Fair Value Adjustment (AFS Security)
Unrealized Holding Gain/Loss- Equity

$1
$1

10A-5. State Street Journal Entry for Fair Value Adjustment of HTM Securities
Fair Value Adjustment (Trading Security)
Unrealized Holding Gain/Loss- Income

$85M
$85M

10A-6. State Street Journal Entry for the Purchase of Debt Investments
Debt Investments
Cash

$60,812M
$60,812M

10A-7. State Street Journal Entry for Net Realized Gain on AFS Securities
Cash
Unrealized Gain/Loss on Sale of Investments
Debt Investments
Net Realized Gain

$5,399M
$67M
$5,411M
$55M

10A-8. State Street Journal Entry for 2012 Year-End Fair Value Adjustment of AFS Securities
Fair Value Adjustment (AFS Security)
Unrealized Holding Gain/Loss- Equity

$1,367M
$1,367M

76

GROUPON
ABSTRACT
Groupon is an American company that operates an online platform that provides
customers with coupons for discounted goods and services. From vacations, to electronics, meals,
and a wide-variety of services, Groupon sells vouchers across many different industries. As a
young company, Groupon experienced high revenues but also high costs in the first few years of
operations. Amazon experienced a similar result in its few years of operations, reporting net
losses each year for the first few years of its operations despite its rapid revenue growth. For this
reason, revenue is recognized as a more accurate indicator of success in young companies.
Weak internal controls emerged as a major problem for the company as Groupon
experienced rapid growth. As Groupon expanded its product offerings, it lost the ability to
accurately estimate returns on some of the new products. Groupon had to retroactively restate its
2011 fourth quarter and 10-K net income and revenue numbers by $13M and $30M, respectively.
This issue was exacerbated by discrepancies in Groupon’s revenue recognition policies.
After several years of debate with the SEC, Groupon had to switch to from gross to net method of
revenue recognition in order to more accurately captures its role as an agent- not a principle- in
the sale of vouchers. This resulted in dramatic reductions in both the revenues and costs reported
by Groupon. While this positively affected gross margin percentages for the immediately effected
years 2009 and 2010, it did reduce Groupon’s asset turnover ratio by over half, which was
unfavorable from an investor standpoint.
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SOLUTION
Groupon operates on a business model of selling vouchers for another company’s service
at a discounted rate and keeping a commission fee on each sale. Originally Groupon had recorded
the full value of the voucher as revenue and only recognized expense when the purchaser of the
coupon redeemed the service on the coupon and Groupon then had to remit most of the revenue to
the business that provided the service, keeping only a margin (essentially a commission fee) as
actual profit. After objections from the SEC about this method of recognizing revenue, Groupon
was required to switch over to only recognizing the commission on the voucher sales as revenue.
Walmart operates on a more complex business model, largely due to the fact that it is
involved in the production/ transportation of products instead of simply sale of services. Walmart’s
business model is hinged on a three-part methodology: sell products on a large scale, sell at low
prices, and operate with minimal costs. It accomplishes this by continuously increasing the spread
of its business both in physical locations and with growing online operations. Its wide-spread
presence has given Walmart such a large customer and supplier base that it’s leveraging power over
the suppliers also continues to increase. Since Walmart represents such an important source of
business for many of its suppliers, it can effectively force suppliers to sell products at increasingly
lower profit margins (and lower costs to Walmart) under the threat of Walmart switching suppliers.
Walmart manages all aspects of its supply chain in a way that reduces costs and maximizes
efficiency. This allows it to sell products at much lower costs than the competition while increasing
the volume of sales and has led to Walmart’s capture of a huge share of the market.
Amazon is the largest internet retailer in the world and has reached such a claim through
the successful operation of several lines of business. In its online retail business, Amazon sells
items from its own stock at low costs and acts as a platform for other retailers and users to sell
products while paying a sales commission to Amazon. This channeling of other company’s sales
through its website has allowed Amazon to expand the variety of products it sells without increasing
overhead costs associated with storage while expanding the selection of products available for sale.
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Amazon also makes money on its internet services, such as Amazon Prime, which generates profit
on a customer subscription basis, providing access to many different services (such as free two-day
shipping and access to movies and music) at one flat monthly or annual fee. Amazon also
manufactures and retails its line of Kindle tablets. It sells the Kindle at a such a low profit margin
that it relies on subsequent sales of electronic books, videos, and games for Kindle to make a profit.
The Groupon, Walmart, and Amazon business models all rely on the mass market as a
customer base and must sustain a large customer base to remain profitable. This is especially true
for Amazon and Walmart, who make low gross profits on individual sales in order to keep their
prices lower than competitors’ but amass so many sales every year that the volume more than makes
up for the low profit margins. Groupon and Amazon do not seem to exercise quite the same powerplay/ threatening leveraging methods with suppliers and sellers that Walmart does. This will likely
benefit Groupon and Amazon in the long run as they will be able to better maintain positive
relations with their suppliers which is critical to the continuity of their current business models.
Groupon, Walmart, and Amazon all listed vague and very inclusive risk factors in their 10K’s. All three companies listed the following risks- though in somewhat different words- as events
or factors that could potentially affect their business or earnings in an adverse way: international
and domestic general economic factors (i.e. general economic changes); impediments to
international expansion; changes in laws, regulations, accounting, politics, and economics of
foreign countries in which or with whom it does business; failure to attract and retain qualified
workers/ leaders; supplier risks/ relations and the safety of the products received from suppliers;
natural disasters and geo-political events; legal issues; security of customer information/ computer
and software issues; and slow response to changing consumer needs.
Groupon, Walmart, and Amazon each face more specific financial risk stemming from
these general risk factors. For example, if Groupon does a poor job anticipating consumer changes
in the vouchers it sells, it may have fewer sales and lower revenue and income as a result. Amazon
operates almost entirely online, so if its consumer information is not safe, it could open itself up to
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lawsuits that could be very costly. Walmart must keep strong relations with its suppliers since it
sells some many different products in bulk. If it were to lose a large supplier, it might have to buy
that good from somewhere else at a higher price, which would jeopardize its low-cost model. Each
of these companies faces many risks that threaten their businesses in different ways, so to keep
investors informed they must list all possible risks on their financial statements.
Revenue is a more accurate reflection of the earnings of a company than income for a new
company. Further, it is impossible for a company to report negative revenue. So, for a young
company that initially incurs more expenses than revenues as is grows, net income could be
negative for an unpredictable number of years. Negative income numbers make it impossible to
estimate stock prices, whereas using positive revenue numbers will ensure that a company is always
able to estimate stock price. Having stock prices to show and being able to show improvement in
these prices is critical to investors deciding whether or not to invest in a young company. Startup
companies usually are dependent upon investments early on to sustain their growth, so it is very
important to make sure that such companies are able to report (hopefully increasing) stock price
estimates. For this reason, it is accurate to state that revenue and revenue growth are more
important than income and income growth for new businesses in new-age economies. This is
evidenced by Amazon’s revenue, income, and stock prices from 1997 (just a few years after it
began) to 2010.
By year end of 2001, six and a half years after the company’s inception in July of 1994,
Amazon’s income loss was finally beginning to lessen instead of increase and loss per share began
to go down after several years of becoming increasingly-negative. If investors had only been
looking at this information for the first few years of Amazon’s operations, it may not have gotten
the investments it needed to grow as quickly as it did. The rapid growth of the company and relative
success in the first few years is much more accurately captured by the steady increases in revenue
it reported from inception. By the time it reported positive EPS and income from operations in
2003, it had already made revenues over one billion dollars for five years. This supports the earlier
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statement that revenue growth is a more relevant reflector of a young company’s growth in the first
few years of its operations than income growth.
The comparative common size income statement highlights the significant effect of
Groupon’s switch from gross revenue recognition to net revenue recognition in its financial
statements. For instance, under the new net method, the company’s sales costs are much lower as
a percentage of sales, but every other expense and measure of loss represented a much greater
portion of sales. In 2010 under the gross method, net loss was 58 percent of sales, but under the
amended net revenue recognition numbers, net loss was well over 100 percent of sales. This makes
a significant difference to shareholders who can now see that Groupon is losing more income than
it is collecting in sales revenue. The gross margin percentage and asset turnover ratios are quite
indicative of this dramatic change.
The gross margin percentage increases dramatically under the new net method of
recognizing revenue. This means that Groupon is retaining a much higher percentage of total sales
revenue than indicated under the gross method; it also captures more accurately the significance of
the increase in retention of revenue from 2009 to 2010. This new, higher gross margin percentage
indicates shows that on each sales dollar, Groupon use 90 cents to cover its costs and then keep
the remaining ten cents as profit. The new net method therefore has improved Groupon’s
attractiveness to investors in terms of profitability in this measure.
The decreased asset turnover ratio under the net method however, makes Groupon less
attractive as an investment opportunity. Higher asset turnover ratios indicate that a company is
generating more revenue per dollar of assets, so the fact that Groupon’s asset turnover ratio was
decreased by over half of the gross amounts in 2010 and 2009 when it switched to net revenue
recognition shows less efficiency in generating profit.
Amazon was able to generate sales on its assets about twice as quickly was Groupon was
able to in 2010 and 2009 based on the net revenue recognition method. While Amazon and Group
had different business models, they do compete in similar and sometimes overlapping customer
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segments. Asset turnover is best used to compare companies in the same industry- as well as a
single company’s consistency across time- and in both of measures of comparability and
consistency, Groupon’s ratios are not comparatively strong.
In Groupon’s original S-1 filing, it reported Sales Revenues of $30.4M in 2009 and
$713.4M in 2010. Under the restatements, those numbers dropped to $14.5M and $312.9M,
respectively, as seen in Groupon’s abridged comparative income statement for 2009 and 2010.
This difference in revenue is the result of Groupon switching methods of revenue
recognition. Under the original gross method, Groupon recognized all proceeds from the sale of
vouchers as revenue and subtracted out the portion of the proceeds remitted to the companies’
providing the actual services as costs. This resulted in much higher revenues and correspondingly
higher costs. Under the new net method, Groupon only recognizes commissions from each voucher
sale as revenue. This resulted in much lower revenues and lower costs for both 2009 and 2010
under the net method.
Groupon preferred the higher revenue amounts it was able to report under the gross revenue
recognition method as it made the company look more profitable. That was likely a driving reason
behind Groupon’s continued push-backs against the SEC over several years as it fought to justify
its use of the gross method, but obviously the SEC won in the end and Groupon was forced to
accept the net method of recognizing revenue.
Groupon justified its use of the gross method of recognizing revenue after its initial S-1
filing by claiming to be the “primary obligor” in its transactions selling vouchers. The SEC then
prompted Groupon to prove that it was the primary obligor and why it was recognizing revenue
before the services underlying the vouchers were performed. To this Groupon offered that it was
recognizing revenue on the sale of the vouchers, as only the vouchers and not the underlying
services were the “products” it sold. Therefore, when it sells a voucher, it has sold a “good” and
Groupon has earned that revenue. While it does offer a Groupon Promise to refund customers who
are unable to redeem their vouchers, Groupon is not responsible for the performance of the
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underlying service, therefore the timing of the completion of that service does not affect when
Groupon recognizes revenue.
This argument is weak with reference to ASC 605-45-45 because it does not outline the
ways in which it meets the eight indicators listed in the Codification as necessary evidence for
supporting the recognition of revenue under the gross method. These eight indicators however are
no longer relevant in upcoming arguments supporting revenue recognition classification as a new
Accounting Standards Update 2014-09 has superseded ASC 605-45-45 with new requirements for
indication gross revenue recognition for public companies. The new section providing guidance on
this subject is ASC 606-10-55. Paragraphs 606-10-55-36 through 55-40 specifically address where
a company should consider itself the principle versus agent in a sales transaction. This paragraph
seems to most accurately capture the business model practiced by Groupon, which classifies it as
an agent, not a principle, and therefore mandates the use of the net method of recognizing and
recording revenue.
Section 605-15-25 of the Codification outlines six conditions that must be met for a
company that sells a product with a right of return (as Groupon states it offers with its Groupon
Promise) to recognize revenue immediately upon sale of the item. The SEC raised a valid point to
Groupon, which was that it had no way to accurately estimate the new levels of returns it might
have to process on these newer, more valuable vouchers it began to sell in 2011. Thereby, according
to ASC Section 605-15-25-1, Groupon should not have recognized sales revenue at the point of
sale of these vouchers until the right of return passed.
The point that Groupon should not have recognized revenue upon the sale of these new,
high-ticket vouchers was proven true when Groupon had to make a $14.1M adjustment to its refund
reserve for 2011 retroactively in response to the unprecedented high rate of returns of these
vouchers. Groupon should not have recognized revenue on these sales at the time of purchase,
especially not without any experience in the sales of these types of items, when it was unable to
produce an accurate estimate of returns.
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Groupon should have delayed the recognition of revenue by placing the earnings from these
sales into an Unearned Revenue liability account until it was allowed under GAAP to recognize
the revenue. This would have increased Groupon’s liabilities and reduce its equity accounts since
a liability account was credited at the time of sale instead of Revenue. It would also have reduced
the net income for that period until the revenue was able to be recognized.
Groupon’s restatement of revenues and income in 2011 did not affect its operating cash
flows because there were no additional exchanges of cash. Between Groupon and the customer in
that year. Groupon states in the 2011 10-K under the Critical Accounting Policies and EstimatesRefunds sections of its financial statements that it accounts for any returns that it is able to recover
from the merchant as a reduction of revenue. Any returns it is not able to recover from the related
merchant, Groupon records as a cost of sales. This strategy for recording returns allows Groupon
to keep losses on the income statement without affecting cash flows. These returns may have been
largely on account, in which case Groupon would simply eliminate the receivables from the
returning customers and no cash flow would occur. Groupon also offers through its Groupon
Promise the option of receiving credit with the merchant in the amount of the “refunded” voucherthis exchange also would not result in a cash outflow for Groupon.
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APPENDIX
11A-1. Amazon Annual Revenue, Income, and EPS 1997-2010

AMAZON
(ALL REVENUE & INCOME FIGURES IN MILLIONS)
Years ending
December 31,
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010

(0.0030)
(111)
(720)
(1,411)
(567)
(149)
35
588
359
190
476
645
902
1,152

$
$
$
$
$
$
$
$
$
$
$
$
$
$

148
610
1,640
2,762
3,122
3,933
5,264
6,921
8,490
10,711
14,835
19,166
24,509
34,204

$
$
$
$
$
$
$
$
$
$
$
$
$
$

Diluted Earnings
(Loss) per Share

Income (Loss) from
Operations

Revenue

(0.24)
(0.84)
(2.20)
(4.02)
(1.56)
(0.39)
0.08
1.39
0.84
0.45
1.15
1.52
2.08
2.58

$
$
$
$
$
$
$
$
$
$
$
$
$
$

11A-2. Groupon Common Size Income Statement 2009-2010

GROUPON
COMMON SIZE INCOME STATEMENT
Account

Gross
2010

Revenue
Cost of Sales
Gross Margin
Marketing Expense
General and Administrative
Expense
Other Expenses
Net Loss
Net Loss to Common
Shareholders
EPS (Basic)
$

Net
2009

2010

2009

100%
61%
39%
37%

100%
64%
36%
15%

100%
10%
90%
91%

100%
30%
70%
34%

33%

25%

68%

44%

28%
58%

0%
4%

65%
134%

0%
8%

64%

23%

146%

48%

(2.66) $

(0.04) $
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(2.66) $

(0.04)

11A-3. Groupon Financial Ratios 2009-2010
GROUPON
Gross

Net

2010
Asset Turnover
($173.4M/$381.6M)
Ratio
=1.87
[($173.4M-$433.4M)
Gross Margin
/$173.4M] =39%
Ratio

2009

2010

2009

($30.4M/$15.0M)
=2.03
[($30.4M-$19.5M)
/$30.4M] =36%

($312.9M/$381.6M)
=0.82
[($312.9M-$32.5M)
/$312.9M] =90%

($14.5M/$15.0M)
=0.97
[($14.5M-$4.4M)
/$14.5M] =70%

11A-4. Amazon Financial Ratios 2009-2010
AMAZON
Net
2010
($34.2M/$18.8M) =1.82

Asset Turnover Ratio

2009
($24.5M/$13.8M) =1.77

11A-5. Groupon Abridged Income Statement 2009-2010
GROUPON
ABRIDGED INCOME STATEMENT
Gross
Revenue
Cost of Sales

$
$

2010
713.4M
433.4M

Net
$
$

2009
30.4M
19.5M

$
$

2010
312.9M
32.5M

$
$

2009
14.5M
4.4M

11A-6. Accounting Standards Codification 606-10-65-1

This excerpt from the Accounting Standards Codification explains the rules for revenue
recognition for an entity acting as an agent (as the SEC argued that Groupon does).
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11A-7. Accounting Standards Codification 605-15-25-1

This excerpt from the Accounting Standards Codification outlines the six conditions that must be
met for a company that offers returns to recognize revenue immediately upon sale of an item.
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ZAGG
ABSTRACT
ZAGG Inc. is public company that is a market leader in mobile device accessories. In 2011
it acquired the company iFrogz (a digital audio accessory manufacturer) to grow its product lines
and expand its distribution reach. Like many public companies, it uses different accounting bases
for its financial statements and its taxes. This results in permanent and temporary tax differences
in the books as well as deferred tax assets and liabilities to account for. These discrepancies can
lead to a very convoluted process of determining taxable income from the income before taxes
reported in its financial statements. The difference in the statutory tax rate and the effective tax rate
ZAGG uses also contributes to the differences between TI and IBT. An exploration of the
justifications and calculations behind the different numbers reported in the financial statements and
those reported for taxes can be found in the following report.

SOLUTION
The term book income refers to pre-tax financial income on the income statement, or
“Income Before Tax (IBT)” which is determined according to U.S. GAAP. In ZAGG’s statement
of operation for fiscal 2012, the “Income before provision for income taxes” of $23,898,000 is the
IBT or book income number. A company’s book income is accounted for based on accrual basis
(as required by GAAP) whereas taxable income is required by the IRS to be reported on a cash or
modified cash basis. Taxable income (TI) is used for tax returns and is calculated according to
rules set by the IRS. There are two types of differences between IBT and TI which can be
classified as either temporary or permanent differences.
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The permanent tax difference between IBT and TI is that certain items considered
financial income will never classify as taxable income, or vice versa. This difference only affects
the current period and does not originate then reverse. Therefore, it creates neither deferred tax
assets nor deferred tax liabilities. For example, a company that pays a fine for excess pollution
will record an expense on its income statement (reduction in IBT) but will not receive any tax
reductions for this expense. So IBT is less than TI. Another example- an executive of a large firm
dies, and his company receives life insurance compensation (increase in IBT), but it will not be
taxed for this revenue. So IBT is greater than TI.
There is also a temporary difference between TI and IBT in reported taxes. There are
differences in the year in which revenues or expenses are reported on the tax return and income
statements- i.e. timing differences. Temporary differences originate in one (or multiple) period(s)
and then reverse in other future periods resulting in deferred tax liabilities (DTL’s) and deferred
tax assets (DTA’s). Prepaid expenses are recognized as a current asset for financial reporting but
count as expenses for tax purposes. So IBT is greater than TI when the difference originates,
resulting in a future taxable and deferred tax liability. Unearned rent is shown on the tax return
but not recognized on the income statement as rent revenue until future periods results in an
originating difference on IBT < TI. This creates a future deductible and deferred tax asset.
The statutory tax rate is the tax rate percentage imposed by law; it is always higher than
the effective tax rate. The effective tax rate is equal to income tax expense divided by pre-tax
income. A company reports deferred income tax expenses (and benefits) as a part of its total
income tax expense to account for the increase (or decrease) of the tax liability balance over the
course of that year. When deferred tax expense is shown on the income statement, it is the
account that is debited as deferred tax liability is credit to show an increase in the obligation of
the company to pay those taxes in the future. This marks the change in the temporary differences
in taxable income that exist at the end of the current year. Companies do not record the entire tax
payable account as income tax expense because some of that liability may not have to be paid
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until several years later, so the expense will show up under income tax expense when the
corresponding liability is removed from the balance sheet.
Deferred income tax liabilities (DTLs) represent increases in taxes payable in future years
that result from temporary taxable difference that exist at the end of a fiscal year for a company.
A DTL on the balance sheet indicates that there will be to future taxable amounts. In the
originating years, the Income Tax Expense account is debited and DTL and Income Tax Liability
accounts are credited; in reversing years DTL is debited to remove it from the books. For
example, when sales are made on an installment basis, the accrual method of accounting for
revenues and expenses is used for financial statement purposes, whereas the installment method is
used for tax purposes. A deferred tax liability is formed as a result of IBT being greater than TI
when this difference originates since more profit is recorded on the income statement in earlier
years. The tax return however shows fewer profits in earlier years since it uses a cash basis. This
difference in accounting for profits and costs results in a deferred tax liability on the balance sheet
since there will be larger future taxable amounts in upcoming years.
Contrastingly, deferred tax assets (DTAs) represent the increase in savings from tax
refunds a company will receive in future years due to temporary deductible differences at the end
of the fiscal year. IBT is less than TI in the originating years which gives rise to future deductible
amounts and therefor a DTA. For example, warranty costs are estimated and accrued for financial
reporting purposes by debiting warranty expense and crediting warranty liability in the early
years. However, for warranty taxes nothing is reported until the cash flows occur. This results in
more expense on the income statement in earlier years therefore income before tax is lower than
TI which creates a DTA on the balance sheet.
A deferred income tax or tax asset valuation allowance is the amount by which a
company should reduce a deferred tax asset if it is more likely than not that the company will not
receive that portion of the deferred tax asset. If the probability that the company will realize a
certain portion of the asset is less than 50 percent, then a valuation allowance should be recorded
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in that amount. Changes to the allowance should be recorded with income from continuing
operations on the income statement, and the effects that this allowance may have on the estimated
effective tax rate should be taken into account.
Net deferred tax assets are the cumulative amount of total deferred tax assets (“Total
current provision”) less deferred tax liabilities (“Total deferred benefit”). For example, the total
income tax provision for the year ended December 31, 2012 was equal to $9,393. This was
calculated by subtracting the total deferred tax benefit of $8,293 from the total current tax
provision of $17,686. The effective tax rate for 2012 for ZAGG based on Note 8 to the financial
statements was 16.58 percent. This is significantly less than the statutory tax rate of 35 percent.
Looking at the “Gain on deconsolidation of HzO” reported in 2011 as $1,906, this amount would
be reconciled to the provision for income taxes with an entry of $316. Dividing the $316 by the
$1,906 equals 0.1658 or a 16.58 percent effective tax rate applied.
The Net deferred income tax asset balance of $13,508 at December 31, 2012 is equal to
the total deferred tax assets of $14,302 which appears under current assets on the balance sheet,
less the deferred tax liabilities on property and equipment of $794 which appears on investments
part of the balance sheet under assets.
As of December 31, 2012, taxable income will have been lower than IBT with regards to
depreciation expense which resulted in a future taxable amount and a deferred tax liability. Using
an accelerated depreciation method for taxes, depreciation expense will recognize greater
expenses in the first few years, though both will eventually have recognized the same amount of
depreciation expense by the time the asset is fully depreciated. The DTL on property and
equipment at year-end in 2012 is $794. This divided by the statutory tax rate of 35 percent yields
a cumulative difference in book and tax depreciation amount of $2,269. If tax depreciation had
been used throughout the lives of the assets in property and equipment on the balance sheet, the
end balance in this account on December 31, 2012 would have been $7,131. (the current balance
of $4,862 plus the cumulative difference in book and tax depreciation amounts of $2,269).
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During the year ended December 31, 2012, the book system recognized a greater expense
for doubtful accounts which resulted in a lower IBT than TI and created a deferred tax asset. This
is based on the fact that Note 8 to the financial statements show a deferred tax asset balance of
$1,020 in account for allowance for doubtful accounts. This indicates that a future deductible had
arisen from greater book expenses and fewer expenses to taxable income. The magnitude of the
difference in bad debt expense between the book and tax systems for 2012 is found by dividing
$1,020 (the change in the deferred income tax asset relating to the allowance for doubtful
accounts) by the statutory tax rate of 35 percent. This yields a current period difference of $2,914.
The deferred income tax asset valuation allowance at December 31, 2012 was $713. It
determined this number to be the full amount of the deferred tax asset related to the HzO equity
investment that it may not receive. This was based on the rule that a valuation allowance must be
created if the likeliness of collecting the deferred tax asset is less than 50 percent, which ZAGG
determined to be the case for this investment.
If the IRS changed the federal statutory tax rate from 35 percent to 30 percent for the year
beginning January 1, 2013, ZAGG would have to adjust the income tax expense recorded and
revalue DTAs and DTLs.
Goodwill was impaired by $5,441 after an impairment analysis was conducted in the
fourth quarter of 2012. This is shown as an impairment loss under goodwill and intangibles and
explained in Note 7 to the 2012 financial statements. Goodwill created a deferred income tax
asset for ZAGG since goodwill was amortized (thus creating amortization expense) for tax
purposes, thus increasing the refundable taxes for future years when the books record the expense
that has already been taxed. ZAGG arrived at a deferred income tax asset of $1,801 based on its
new net value of goodwill ($6,925-$5,441=$1,481) and the fact that it had already amortized the
full original value of the goodwill for from July 2011 through the end of the year (for tax
purposes only) before the impairment was made.
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APPENDIX
12A-1. ZAGG Journal Entry for 2012 Income Tax Provision
Fiscal Year 2012 Income Tax Provision
Income Tax Expense
Deferred Tax Asset
Income Tax Payable

$8,293
$9,393
$17,686

12A-2. ZAGG Journal Entry for Revaluing DTAs and DTLs After a Tax Rate Drop
Deferred Tax Liability
Income Tax Expense
Deferred Tax Asset

$113
$1,928
$2,041
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JOHNSON & JOHNSON
ABSTRACT
Johnson & Johnson is an American market leader in consumer health care products.
Johnson & Johnson offers several different retirement plan options to its employees, but by and
large most of its retirement plan benefits are based on the employee’s salary in the final three to
five years of services and number of years employed with the company- also known as a defined
benefit plan. This means that Johnson & Johnson makes payments to a separate fund that invests
these “plan assets” in order to grow the fund that it eventually pays retirees from. There are many
actuarial assumptions that go into the determination of the retirement plan obligation such as the
age, life-span, ending-salary, and years of service of the employee as well as market conditions.
Changes in these assumptions result in gains and losses that affect the fair value of the pension
assets and liabilities. The pages below break down the information reported by Johnson & Johnson
in the financial statements that show some of the many factors that play into pension accounting.

SOLUTION
The two main types of pension plans are defined benefit plans and defined contribution
plans. Defined benefit plans are set up so that the employer is obligated to pay the employee a
certain benefit at the time that employee retires. This benefit is based on the length of employment
as well as the pay rate of the employee in the final few years of employment using a complex
accounting and an actuarial formula. A defined contribution plan uses much less complex
accounting as the employer is obligated to pay a pre-determined amount of money each period
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based on a formula. The risk of performance lies with the employee for this variety of pension fundthe only responsibility of the employer is to make the full payment into the fund each year.
While in the notes to the financial statements Johnson & Johnson states that it offers
“defined benefit, defined contribution and termination indemnity plans,” (Note 12), later in that
same note it specifies that most of its retirement plan benefits are based on the employee’s salary
in the final three to five years of services and number of years employed with the company. This is
descriptive of defined benefit plans- so while it may offer multiple retirement options, Johnson &
Johnson predominantly offers defined benefit plans which we will assume for the purposes of this
case account for all of its reported pension obligations.
Retirement plan obligations are liabilities because the employer is obligated to pay its
employees some form of compensation after they retire for their contributions to the company while
employed. This represents an ongoing liability category for Johnson & Johnson as it is continuously
paying out retirement benefits while also incurring new obligations for current employees.
Actuarial assumptions necessary to account for retirement plan obligations include: mortality rates,
interest rates, earnings rates, future salaries, employee turnover, early retirement frequency,
expected growth of funds’ assets, etc.
Service costs are the increase to pension benefits payable due to the services provided by
employees in the current year that will earn them future benefits (as determined by an actuary).
Interest costs are accrued each year on the projected benefit obligation calculated using the
settlement rate. Actuarial gains and losses are the changes made to the long-term actuarial
assumptions based on the addition of another year of data (both general data and data related to
specific employees). An actuarial gain shows up as a debit to Other Comprehensive IncomeGain/Loss and a credit to the Projected Benefit Obligation (PBO). Benefits paid to retirees are
pension funds that are paid out to retired employees within that year. Benefits are debit to PBO and
credited to Plan Assets.
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The actual return on pension investment increases or decreases with the fair market value
of the plan assets on the market. If there is a gain/positive return, it is subtracted in the calculation
of pension expense; if negative/ a loss, it adds to pension expense. In a company contribution plan,
the company is required to contribute a minimum amount to the employee’s pension plan each
year; should it pay more than the requirement, the amount in excess of the minimum is debited to
plan assets. Benefits paid to retirees are pension funds that are paid out to retired employees within
the year. Benefits are debit to PBO and credited to Plan Assets.
At the end of the year, the fair value of the Plan Assets/ Pension Fund account is calculated,
along with an ending balance for the PBO. If the fair value of the Plan Assets investment account
is greater than PBO, then there is a positive return on plan assets. Employer contributions add to
the plan assets account while benefits paid out to employees are deducted from it, so an ending
balance in this account greater than PBO means that not only did the employer contribute more to
its pension fund than it paid out, but also that its pension fund is greater than the associated liability
account (PBO). Also, to be considered when discussing return on plan assets, companies record
both “Actual return on plan assets (pension investment)” and “Unexpected return on plan assets”
entries that effect pension expense for the year. The net return of these two accounts contributes is
either credited or debited to pension expense and then closed at the end of the year.
The primary difference between other-benefits plans and retirement plans is that Johnson
& Johnson does not fund other-benefits plans in advance. It is also stated in Note 13 that Johnson
& Johnson’s other benefits are subject to modification, indicating that they are not nearly as reliable
as a pension fund is since liability and investment accounts already exist to ensure that adequate
funds are there for the company to meet future pension payment obligations.
In 2007, Johnson & Johnson reported $646M in pension expense (net periodic benefit
costs) on its income statement ($379M of which was attributable to U.S. retirement plans). The
entry to record the service cost and interest cost portion of pension expense for 2007 will debit
Pension Expense and credit Projected Benefit Obligation.
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The value of the retirement plan obligation on December 31, 2007 was $12,002M. This
value represents the total amount of the long-term liability that Johnson & Johnson owes its current
and former employees for their service. The obligation will manifest itself in a series of payments
that Johnson & Johnson will make and continue to make far into the future to its retired employees.
So as long as Johnson & Johnson continues to operate and maintain a workforce, this obligation
will continue to fluctuate as it pays retirees and incurs new liabilities for its current employees.
While this number is not unreliable per say, it is subject to change due to changes in the economic
and demographic actuarial assumptions that cannot be predicted with complete accuracy.
The pension-related interest cost for the year ended December 31, 2007 was $656M. Since
interest is calculated based on the projected benefit obligation, since the interest cost was $656M
and the projected benefit obligation was $11,660M, that means it must have used an interest/
settlement rate of 5.63 percent. ASC 715-30-35 requires that the discount rate used to determine
interest cost “reflect the rates at which the pension benefits could be effectively settled” (ASC 71530-35-43). An actuarial firm can be used to help set an appropriate rate for this amount, so as long
as five and half percent interest was close to the effective settlement rate at that time and similar to
the rate used by other companies in the industry, the rate used by Johnson & Johnson would be
deemed appropriate by FASB and SEC standards.
Johnson & Johnson paid out $481M in pension benefits to retirees in 2007. The year-end
journal entry would debit PBO and credit Plan Assets to reduce the liability after these payments.
The actual assets in the plan assets account are held by a trust fund (a separate legal and accounting
entity that receives contributions from Johnson & Johnson and distributes payments to the retirees).
Johnson & Johnson does not pay out any cash to its retired employees when it “pays” benefits, it
simply reduces its Plan Assets account.
The fair value in Johnson & Johnson’s retirement plan asset on December 31, 2007 is
$3,735M. This is the value of the contributions made over the years by Johnson & Johnson into the
pension fund used to pay its retirees. The expected return on plan assets was $809M and $701M in
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2007 and 2006, respectively. The actual return on plan assets in 2007 and 2006 was $743M and
$966M, respectively. This resulted in an unexpected gain in 2006 and an unexpected loss in 2007.
These differences are significant, especially the gain in 2006, as nearly 138 percent of the expected
return was realized. Johnson & Johnson disclosed in its notes that the expected long-run return on
plan assets are calculated based on assumptions using “a building block approach, considering
historical averages and real returns of each asset class.” Even 2007 while much more accurate than
the previous year is still not comfortably close. The actual return reflects the economics of the
profits its invested plan assets are making, so this is certainly the more relevant number of the two
in terms of realized gains and losses to the plan asset account.
Johnson & Johnson and its employees collectively contributed $62M to the retirement plan
in 2007- up $15M from the $47M contributions of 2006. Johnson & Johnson’s retirement plan
assets are primarily composed of equity securities (78 percent in 2006 and 79 percent in 2007) with
the remaining portion made up of debt securities. International retirement plan assets are two-thirds
equity securities, one percent real estate and other, and the remaining third debt securities. At both
December 31, 2007 and December 31, 2006, Johnson & Johnson’s retirement plan is underfunded.
This is stated under the “Change in Plan Assets” section in a table in the notes to the financial
statements, referred to as the “Funded status at end of year.”

APPENDIX
13A-1. Johnson & Johnson Journal Entry for Service Costs and Interest Costs Related to the PBO
Pension Expense
Projected Benefit Obligation
*sum of Service Cost of $597M and Interest Cost of $656M

$1,253M*
$1,253M

13A-2. Johnson & Johnson Unexpected Gains (Losses) on Plan Assets
2007
$ 809M
$ 743M
$ (66M)

Expected Return
Actual Return
Unexpected Gain (Loss)
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2006
$ 701M
$ 966M
$ 265M

